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COLLAPSIBLE CORPORATIONS IN OIL AND GAS: 
DOES THE 1958 ACT AFFORD ANY RELIEF?* 


]. Reid Hambrick** 
Associate Professor of Law 
The George Washington University Law School 


I. INTRODUCTION 


The year 1960 marks the tenth anniversary of corrective legislation 
aimed at so-called collapsible corporations. Ten years ago the problem 
of the conversion of business profits into capital gains was precipitated 
into the tax limelight by the President’s tax message* urging Congress, 
among other things, to plug a loophole designated as “the collapsible 
corporation”. The Secretary of the Treasury followed through with 
a statement before the House Ways and Means Committee on 
February 3, 1950,’ describing in some detail a device which had come 
into vogue in the production of motion pictures. This was a scheme 
whereby actors, producers, and others would form a corporation to 
produce a single motion picture. Following the completion of the 
movie and negotiation and execution of a contract for the distribution 
of the film, the corporation would be completely liquidated with the 
distribution of the rights in the picture and the distribution contract, 
subject to the indebtedness incurred by the corporation in the pro- 
duction, to the shareholders. Each shareholder would pay a capital 
gains tax on the difference between the cost of his stock and his 
share of the estimated net profits after payment of indebtedness, to 


*Reprinted from the proceedings of the Southwestern Legal Foundation’s 11th 
ANNUAL INSTITUTE ON OIL & GAS LAW AND TAXATION, (1960) 
published by Matthew Bender & Company, Incorporated, Albany 1, New York. 

** A.B., 1938, Wofford College; LL.B., 1942, Duke University. Member of the 
Bars of New York and the District of Columbia. 

1 Message from The President of the United States, 96 Conc. Rec. 771 (1950). 

2 Hearings on the Revenue Revision of 1950 Before the House Committee on Ways 
and Means, 81st Cong., 2d Sess. 20, 70-71, 137-43 (1950). 
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be derived from the distribution of the picture.* Thus, the ordinary 
business profits which the producing corporation would have derived 
from the picture, had it continued in existence and received its 
share of the proceeds from the distribution of the film, would ef- 
fectively escape the incidence of the ordinary income tax.* In the 
hands of the producing corporation the net income from the distribu- 
tion of the film would have been taxable first at the regular corporate 
rate, and again at individual income tax rates when received as 
dividends by the shareholders. An abrupt collapse of the producing 
corporation upon completion of the film converted the ordinary 
income to be derived from the distribution of the picture into capital 
gains to the shareholders when the rights in the picture were dis- 
tributed to them in complete liquidation of the corporation.® 


The Secretary’s statement also pointed out that this same device 
of organizing and liquidating a corporation for a quick, single shot 
purpose was being used to some extent in the building and construc- 
tion industry to secure similar tax savings. Here again, a corporation 
would be organized to construct a real estate project, such as an 
office building, a shopping center, an apartment house, or a develop- 
ment consisting of a number of individual dwelling units. Upon 
completion of the construction, the corporation would be liquidated 
and the property distributed in complete liquidation to the share- 
holders. To the extent that the value of the property exceeded the 
cost of construction to the corporation, such excess, which would 
have been ordinary income in the hands of the corporation if realized 
by it on the sale of the property, would be converted to. capital 
gain upon the distribution of the property to the shareholders. Fol- 
lowing the receipt of the distribution the shareholders themselves 


3 Id. at 70-71. 


4Pat O’Brien, 25 T.C. 376 (1955), acquiesced, 1957-1 Cum. Buti. 4. A similar 
result, also adverse to the Government, was reached in Herbert v. Riddell, 103 F. 
Supp. 369 (S.D. Cal. 1952). 


5 The shareholders would treat their receipts as a return of capital until an amount 
equal to the valuation at the date of liquidation had been recovered, and only the 
excess would be returned as ordinary income. 


5a Here the Treasury evidently had in mind a situation where the corporation 
had constructed a number of individual houses, such as a new “subdivision”, as 
it is popularly called. Ordinary income would result from sales of the separate houses, 
because they were built for sale in the ordinary course of business. Int. Rev. Cope oF 
1954 [hereinafter cited as Cope], § 1221(1). However, if the corporation had been 
organized to construct a single property, such as a new office building, the building 
would normally be a section 1231 asset, and the gain would be capital gain. See 
Hearings on the Revenue Revision of 1950 Before the Committee on Ways and Means, 
81st Cong., 2d Sess. 70-71 (1950). 
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could then sell the property at little or no additional tax. Again, 
the ordinary business profits which would have been realized by 
the corporation if it had made the disposition itself, would be 
“collapsed” with the distribution of the property in complete liquida- 
tion and converted into capital gains taxable only to the shareholders.* 


As an alternative to the liquidation of the corporation, the share- 
holders could have achieved the same general tax result by selling their 
stock.? However, under the 1939 Code this course of action would 
have presented serious tax problems to the purchasers of the stock, 
particularly corporate purchasers.* 


It is significant to note that in the background discussions preceding 
the enactment of the first collapsible amendment, among the trans- 
actions denounced as an abuse of the capital gains preference, there is 
no mention of exploration or development of oil, gas, or other mineral 
properties by a corporation with a view to the sale of stock by its 
shareholders or the distribution of such properties in liquidation of the 
corporation before the receipt of production income by the corpora- 
tion. However, it is a fact that in the consideration of the detailed 
technical provisions of the collapsible amendment, the development 
of mineral property was specifically discussed with the conclusion 
that there was no intent by the policy makers to cover the develop- 
ment of mineral properties as a situation warranting corrective treat- 
ment. In the technical drafting conferences on the amendment the 
status of mineral development was considered. It is true that the dis- 
cussions did not actually advert to the development of oil and gas 
leases. The example explicitly used in these technical discussions re- 
lated to the development of a solid mineral deposit. However, the 
same considerations would apply with equal force to the development 


6 If the property constructed by the corporation would be “property used in the 
trade or business” within Cope § 1231(b) [successor to § 117(j) of the 1939 Code] 
in the hands of the shareholders, they would be entitled to capital gain treatment in 
the sale of the property, and the asserted tax abuse was not apparent. However, 
the Secretary’s proposal omitted any mention of this aspect of the matter. This 
failure precisely to delineate the evil deplored has continued to plague the collapsible 
provision and all attempts at refinement. 


7 E.g., Dallas Downtown Development Co., 12 T.C. 114 (1949); Steubenville 
Bridge Co., 11 T.C. 789 (1948). 


8 Cf. Kimbell-Diamond Milling Co., 14 T.C. 74 (1950). Texas Bank and Trust 
Co., 12 CCH Tax Ct. Mem. 588 (1953), is the purchaser’s side of Dallas Downtown 
Development Co., supra note 7. There was no counterpart of Cope § 334(b) (2) in 
the 1939 Code. However, the courts generally held that the corporate purchaser of 
stock, liquidating the corporation to obtain the assets, really bought the assets, and 
did not invoke § 112(b) (6), the predecessor of Cone § 332. E.g., Snively v. Commis- 
sioner, 19 T.C. 850 (1953), aff'd, 219 F.2d 266 (Sth Cir. 1955). 
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of an oil and gas lease. The matter was explored in connection with 
the point, on which all parties were in agreement, that the policy 
makers did not propose the new collapsible provisions to cover the 
exploration or development of mineral properties. The draftsmen, 
of course, were at pains not to go beyond their policy instructions, 
and they concluded that the proposed draft of the amendment would 
not extend to the development of any mineral deposit, because the 
terminology of the amendment was not susceptible to that interpreta- 
tion. This language was “the manufacture, construction, or produc- 
tion” of property. The draftsmen did not consider that the explora- 
tion, discovery, or development of mineral property could be fitted 
into this phrase, because such activity could hardly be construed to 
constitute the manufacture, construction, or production of property. 
Unofficially, it is clear that the collapsible statute was not intended 
to apply to the exploration, discovery, or development of an oil and 


gas deposit.® 


II. LecGisLativE RESPONSE TO THE “COLLAPSIBLE” PROBLEM 


A. The 1950 Amendment 


In its 1950 tax program the Treasury Department presented the 
collapsible problem in terms of certain specific transactions claimed 
to involve an abuse of the capital gains preference. Congress re- 
sponded in a similar spirit, attempting to pin-point an area of tax 
avoidance as distinguished from any fundamental revision of basic 
tax policy. ‘The Treasury complained of a device “through which in- 
dividuals, engaged in the production of certain types of property, 
have attempted to convert their ordinary business income into the 
more favorably treated capital gains by means of corporate shells.” '° 
The remainder of the Treasury statement is concerned with a de- 
scription of the collapsible device employed in the production of 
motion pictures, and variations on the same theme in the building 


® The back-stage technical discussions of a legislative draft are not a part of the 
public record. Therefore, the Internal Revenue Service officially cannot be charged 
with such knowledge, and it could hardly bind the administrative discretion. See Rev. 
Rul. 57-346, 1957-2 Cum, Bu. 236, discussed infra. On the other hand independent 
analysis of the resulting statute may vindicate the draftsman’s concept. See “Oil 
and Gas Outline of Section 341—Original Version,” infra. In any event, responsible 
administration demands a faithful reflection of inside knowledge that does not con- 
flict with the statute itself. 

10 Hearings of the Revenue Revision of 1950 Before the House Committee on 
Ways and Means, 81st Cong., 2d Sess. 70-71 (1950). 
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and construction trades. Accordingly, Congress attempted to fashion 
a remedy to fit the abuse which the Treasury had called to its at- 
tention. 


The pin-point approach of the 1950 amendment is illustrated by 
the resort to a subjective test to determine the area to which the 
remedy would apply. The amendment defined a “collapsible cor- 
poration” as “a corporation formed or availed of principally for the 
manufacture, construction, or production of property,” or for the 
holding of stock in a corporation so formed or availed of, “with a view 
to” the realization by the shareholders of gain attributable to that 
property before the corporation had realized “a substantial part of 
the net income to be derived from such property.”** The share- 
holders were put on the receiving end of the adverse tax consequences 
of collapsibility rather than the corporation itself. However, those 
consequences could be avoided by the realization of substantial busi- 
ness profits at the corporate level. Bona fide business reasons for the 
use of a corporation for the production of the property would not 
save the corporation from collapsible status where the stockholders 
contemplated the use of the corporation upon completion of the 
property or soon afterwards, simply to furnish a recognized taxable 
event entitling them to capital gain on the unrealized appreciation 
in the value of their stock resulting from the corporate activity. 
That event, of course, might be either the distribution of the collapsi- 
ble property to the shareholders in complete liquidation of the cor- 
poration, or the sale by the shareholders of their stock. 

Implicit in the Treasury’s concept of the collapsible problem in 
1950, as well as the 1950 amendment, is the idea that the production 
of the collapsible property was the primary business interest of the 
shareholders rather than that of the corporation, and that the device 
depended upon the convention that a corporation is a taxable entity 
separate and distinct from its shareholders, as well as the notion that 
stock represents an investment asset, so that any appreciation in the 
value of the investment is always within the classic scope of the 
capital gains preference. 

The 1950 amendment provided that any gain realized by a share- 


11 Internal Revenue Code of 1939, [hereinafter cited as “1939 Cope”] § 117(m) (2), 
as added by ch. 994, § 212, 64 Stat. 934 (1950). The corresponding provision of the 
1954 Code is in § 341(b). For the sake of convenience herein, the term “property” 
in the phrase “manufacture, construction or production of property” is frequently 
referred to as the “collapsible property”, and the net income to be derived from the 
property will be called the collapsible profit.” 
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holder of a collapsible corporation upon a sale or exchange of its 
stock, whether in liquidation or otherwise, would be taxed as ordinary 
income. ‘This treatment was applicable only if the stock was a 
capital asset in the hands of the shareholder and the stock had been 
held for more than six months. Losses were not disturbed by the 
amendment. They remained capital losses, long-term or short-term 
depending on the shareholder’s holding period, subject to the limita- 
tions on their deduction. 
The collapsible treatment of the 1950 amendment was limited, so 
that it would not apply in three situations: * 
1, Where the shareholder owned not more than 10 percent in 
value of the outstanding stock of a corporation;’** 
Where not more than 70 percent of the shareholder’s gain was 
attributable to the collapsible property; and 
Where the shareholder’s gain was realized more than three years 
after the completion of the manufacture, construction, or pro- 


duction of the collapsible property. 


These limitations further confined the collapsible patch-work to an 
already narrow segment barring the conversion of business profits 
into capital gains. 

It may be recognized in this primitive approach to the collapsible 
problem that the tax treatment dealt out to the shareholders represents 
a kindred spirit to the business purpose doctrine in the area of cor- 
porate reorganizations. Just as Gregory v. Helvering** attempted to 
preserve the sense of the corporate reorganization policies in relation 
to a well-defined purpose to tax corporate distributions, the collaps- 
ible provision seems to represent a feeble effort to preserve the sense 
of the capital gains policy by excluding ordinary business profits from 
the preference. 


B. The 1951 Amendment 


In the consideration of the 1951 amendments, another instance 
meriting collapsible treatment was brought to the attention of Con- 
gress. That situation involved acquisitions of whiskey inventories by 


12§ 117(m) (1) of the 1939 Code, as added by ch. 994, § 212, 64 Stat. 934 (1950). 
The corresponding provision in the 1954 Code is $ 341(a). 


13 § 117(m) (3) of the 1939 Code, as added by ch. 994, § 212, 64 Stat. 934 (1956). 
The corresponding provisions in the 1954 Code are in § 341(d)(1), (2), and (3). 


13a In the 1954 Code the 10 percent ceiling was reduced to 5 percent. 
14 293 U.S. 465 (1935). 
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corporations with a view to the shareholders “cashing in” the ap- 
preciation in value of the inventories at capital gain rates. According- 
ly, in the Revenue Act of 1951, section 117(m) was amended to 
provide that a corporation formed or availed of principally “for the 
purchase of property” which would constitute inventory assets in 
the hands of the corporation would also be considered a collapsible 
corporation.» This amendment, of course, involved no change 
in the concept of a collapsible corporation or the original purpose 
which the 1950 amendment was designed to serve in the income tax 
differentiation between business profits and investment gains. 


C. The 1954 Code V ersion—Section 341 


In the 1939 Code the collapsible provision covered purchased 
property only of an inventory variety. The 1954 Code added “un- 
realized receivables or fees” to purchased property which would 
constitute collapsible property.** However, this was but a minor 
amendment as compared with the addition of “property used in the 
trade or business,” as defined in section 1231(b) of the 1954 Code 
but without regard to holding period and excepting property used 
in connection with the manufacture or production of inventory assets, 
that is stock in trade, inventory, or other property held primarily for 
sale to customers in the ordinary course of the trade or business.’ 
The addition of section 1231(b) property aggravated a major defect 
existing in the original collapsible amendment enacted in 1950. 
The objective of the collapsible provisions was to offset the con- 
version of ordinary business profits into capital gains. The 1950 
amendment was broad enough to catch section 1231(b) property 
manufactured, constructed, or produced by the corporation. How- 
ever, the sale of such property might have given rise to capital gain 
under section 1231(a), if the corporation had not been availed of 
by the shareholders, but instead they had constructed or produced 
the property themselves. In other words, the 1950 amendment in 
some cases would convert capital gain to ordinary income, an objec- 
tive which was never intended by the Treasury or Congress in the 
formulation of the 1950 amendment. However, instead of eradicating 
this major defect from section 117(m) of the 1939 Code, the 1954 


15§ 117(m) (2) (A) of the 1939 Code, as amended by ch. 521, § 326, 65 Stat. 502 
(1951). The corresponding provisions in the 1954 Code are in § 341(b)(1) and (3). 


16 Cope, § 341(b) (3) (C) and § 341(b) (4). 
17 Cope, § 341(b) (3) (D). 
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Code revision exacerbated the defect by expressly adding to the 
category of collapsible property section 1231(b) property purchased 
by the corporation. 

This failure of the collapsible section to correlate with the capital 
gains treatment in section 1231(a) generated the 1958 amendments 
of section 341 adding subsection (e). Subsection (e) does not alter 
the affirmative definition of collapsible corporation in subsection (b), 
but before discussing the content and effect of those amendments, it 
would be worthwhile to examine the exploration and development 
of oil and gas leases in the light of the collapsible policy itself, at 


least as that policy seems to be revealed in section 341(b). 


III. Om anp Gas OUTLINE OF SECTION 341—ORIGINAL VERSION 


A. Tax Treatment—Section 341 (a) 


Consistent with the underlying objectives of the collapsible cor- 
poration policy, the main brunt of the special tax consequences pro- 
vided by section 341(a) is borne by the shareholders. To the extent 
that a shareholder realizes gain in respect of stock in a collapsible 


corporation, and such gain would otherwise be considered long-term 
capital gain, section 341(a) treats the gain as ordinary income. This 
treatment is accorded to any gain from the sale or exchange of the 
stock, including gain realized on distributions in partial or complete 
liquidation of the corporation. Subsection (a) (3) extends this same 
tax treatment to a distribution not in redemption of the stock to 
the extent that the distribution exceeds the basis of the stock in the 
hands of the shareholder. Under section 301(c)(3)(A) of the 1954 
Code such a distribution is treated as gain from the sale or exchange 
of the stock. This last facet of the collapsible treatement was not ex- 
pressly covered in section 117(m) of the 1939 Code. However, the 
regulations under section 117(m) filled the gap, providing for ordi- 
nary income treatment in such cases.** 

A more serious omission developed in the transition from the 1939 
Code to the 1954 Code. Under the former, a redemption of stock 
was always classified as a distribution in partial liquidation. However, 
under the 1954 Code the concept of partial liquidation has been 
narrowed, and not all redemptions of stock qualify as distributions 
in partial liquidation. Thus, a redemption of stock which is governed 


18 Treas. Reg. 118, § 39.117(m)-1(a) (1953). 
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by section 302(b) may not constitute a distribution in partial liqui- 
dation as defined in section 346. In such cases, where sale treatment 
is applicable under section 302(b) to a redemption of stock, section 
341(a) fails to provide that gain on the redemption shall be treated 
as ordinary income. This is a point to remember in applying the new 
limitations added to section 341 in subsection (e) by the Technical 
Amendments Act of 1958,’° because it may afford an opportunity 
to eliminate a shareholder whose possible dealer-status might be at- 
tributed to the corporation, thereby causing collapsible treatment to 
be visited upon the corporation and all other shareholders, though 
dealer-status would not otherwise constitute a recognizable risk to 
the corporation. However, it should be noted that this hiatus in the 
coverage of section 341 (a) is relatively narrow and does not offer an 
escape route of general utility. 

Section 341(a) does not apply to a particular shareholder if he has 
held his stock for six months or less. Such a shareholder’s gain re- 
mains short-term capital gain. The statute does not treat that gain 
as ordinary income. Nor does the statute apply where the stock in 
the collapsible corporation is not a capital asset in the hands of the 
shareholder. The special tax treatment provided by section 341 (a) 
does not apply unless a shareholder’s gain would otherwise constitute 
long-term capital gain. 


B. Definition of “Collapsible Corporation”—Section 341(b) 


The definition of “collapsible corporation” is contained in section 
341(b). This definition fairly bristles with terminology appropriate 
to a subjective standard. It reveals a purpose on the part of the policy 
makers and the draftsmen to confine collapsible treatment to instances 
where the moving spirits behind the corporate enterprise are moti- 
vated by a purpose to use the corporation as a device to convert 
business profits to capital gain. This aspect of the definition gives 
the section a powerful in terrorem effect. As a consequence the tax 
adviser is more often than not confronted with a situation in which 
it is difficult to predict with any degree of assurance whether his 
client may safely disregard the collapsible section. For this reason 
the original limitations in subsection (d), which happily are not 
pitched on a subjective level, tend to provide the only practicable 
guidelines in the collapsible statute. Unfortunately, the same can 


19 Act of September 2, 1958, $ 20, 72 Stat. 1606. 
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hardly be said of the new limitations added by subsection (e). They 
merely substitute the question whether the corporation or a principal 
shareholder (who may not be the client) would be considered a dealer 
in the collapsible or similar property. One would as soon hazard a 
guess that the corporation is not a collapsible corporation in the first 
instance, as to predict that so-and-so shareholder will not be con- 
sidered a dealer in the collapsible property or other property similar 
or related in service or use to the corporation’s property.” 

A “collapsible corporation” is defined as “a corporation formed 
or availed of principally for the manufacture, construction, or pro- 
duction” of any property, or for the purchase of certain kinds of 
property, “with a view to” the disposition of the stock by the share- 
holders (whether in liquidation or otherwise) before the corporation 
has realized “a substantial part of the taxable income to be derived 
from such property.” This definition encompasses a holding company 
which has been interposed between the shareholders and another 
corporation which directly engages in the manufacture, construction, 
production or purchase of the collapsible property. For the purposes 
of this definition, a corporation is considered to have manufactured, 
constructed, produced, or purchased the collapsible property if (i) 
it engaged in the manufacture, construction, or production of the 
property to any extent, or (ii) holds the property with a basis carried 
over from any person who did manufacture, construct, produce, or 
purchase the property, or (iii) holds the property with a substituted 
basis derived from the cost of other property which the corporation 
itself manufactured, constructed, produced or purchased.” 

It should be noted that under this definition the collapsible prop- 
erty manufactured, constructed, or produced by the corporation itself 
is not limited to any particular type of property. Such property 
would seldom constitute a capital asset, but it might well be classified 
as “property used in the trade or business” as defined in section 1231- 
(b) of the Code. Gain recognized on the sale, exchange, or involun- 
tary conversion of business property is generally treated as long- 
term capital gain where the property has been held for more than 
six months. From the time the collapsible provision was added to 


20 It goes without saying that the only time when a practical lawyer would venture 
to assay the future outcome would be the case of the hapless taxpayer who has 
already unwittingly taken the fateful step, and sits across the desk wondering what 
the consequences will be. 


21 The reader should consult the statute itself, § 341(b), for the exact terminology 
and technical details. 
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the tax law in 1950 until the 1958 amendments, it was apparent that 
the statute frequently would operate to convert capital gains into 
ordinary income. Although no sensible purpose could have been 
served by such a result, prior to the 1958 amendments no attempt was 
made, either by the regulations or remedial legislation, to mitigate 
the application of the statute in this respect.** Thus, it was immaterial 
that the collapsible property would have given rise to capital gains 
if it had been constructed and sold by the shareholders themselves, 
and gain realized by any shareholder on the sale or exchange of his 
stock or in liquidation of the corporation was treated as ordinary 
income, subject to the limitations in the statute. 

On the other hand, if property was purchased by the corporation, 
it is stigmatized as collapsible property only if (in the hands of the 
corporation) it is stock in trade, inventory, or other property held 
by the corporation primarily for sale to customers in the ordinary 
course of its trade or business, or consists of unrealized receivables 
or fees, or is property used in the trade or business,”* except property 
used for the production or sale of inventory. The specific addition 
of purchased property of the section 1231(b) variety in the 1954 


Code revision did nothing to ameliorate the original coverage of 
similar property which had been manufactured, constructed, or 
produced by the corporation.” 


C. “Construction or Production” of Property 


Although the policy makers in 1950 did not intend their collapsi- 
ble proposal to cover the exploration and development of mineral 
properties, and the question was specifically discussed by the tech- 
nicians drafting the proposed statute, with the conclusion that such 


22 Of course, if the selling shareholder were a “dealer” in similar property, the 
result provided by the statute was the proper one. However, no attempt was made 
in the original section to discriminate in this respect, and there would have been 
no basis to support any administrative efforts to refine the plain import of the 
Statute. 


Pris As defined in $§ 1231(b), but without the holding period requirements provided 
therein. 


24 Cope, § 341(b) (3) and (4). It should be noted that collapsible property which 
has been purchased by the corporation loses its collapsible status after 3 years. Under 
§ 341(b)(3) if the property has a carried over basis from a year purchaser, his 
holding period is “tacked” on to that of the corporation. See § 1223. This 3-year 
rule should be distinguished from the limitation in § 341(d)(3). There is no similar 
rule in the case of property manufactured, constructed, or produced by the corporation. 

25 This amendment originated in the Senate Committee on Finance. No reason 
for this addition is given in the committee report. S. Rep. No. 1622, 83d Cong., 2d 
Sess. 260-61 (1954). 
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activities could not be reasonably embraced within the meaning of 
the phrase “manufacture, construction, or production” of property, 
unfortunately the matter is not expressly mentioned in the committee 
reports under the 1950 Act. Subsequently, in 1957 the Internal 
Revenue Service published Revenue Ruling 57-346,”* holding that the 
development of oil and gas leases by a corporation constitutes the 
construction or production of property within the meaning of the 
statute. The situation in that ruling was essentially a farm-out under- 
taken by a corporation which possessed its own drilling equipment. 
After drilling successful exploratory wells on the leases, the cor- 
poration also drilled a number of development wells, all completed 
as producers. The ruling assumed that all the other conditions of 
section 341 were met and held that any gain realized by the share- 
holders on the sale of their stock would be taxed as ordinary income. 

This ruling is in keeping with the liberal interpretation which the 
Service has consistently given to the term “construction” in applying 
this statute.” In that point of view it has received strong support 
from the courts.** If the drilling of exploratory and development 
wells can properly be considered to constitute the construction of 
property for collapsible purposes, it would seem that any preparatory 
or exploratory activity which tends to add any value to the property 
as an oil and gas prospect would also be regarded by the Service as 
the “construction” of property. Thus, the conduct of a geological 
and geophysical survey with an option to lease all or a part of prop- 
erty for oil and gas purposes would probably constitute the “con- 
struction” of property, and a corporation, solely on the basis of such 
activity, presumably could be classified by the Service as a collapsi- 
ble corporation. The assembling of leases into homogeneous drilling 
blocks would also probably be treated as the “construction” of 
property for this purpose. Likewise, if an individual, a partnership, 
or a group of individuals acting as co-owners engaged in similar pre- 
liminary activities and later transferred their interests to a corpora- 
tion in a transaction under section 351, the corporation would proba- 
bly become a collapsible.” 


Obviously, an oil, gas, or other mineral deposit cannot be manu- 


26 1957-2 Cum. BuLL. 236. 
27 E.g., Rev. Rul. 56-137, 1956-1 Cum. Butt. 178. 


28 Abbott v. Commissioner, 258 F.2d 537 (3d Cir. 1958); Ellsworth J. Sterner, 
32 T.C. No. 106 (Aug. 28, 1959). 


29 Cope, § 341(b) (2) (B). 
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factured, constructed or produced. An operator undertakes through 
the expenditure of capital and effort to determine by drilling an 
exploratory well whether an oil or gas sand actually exists at or 
above a stipulated level, whether in fact a geological structure favor- 
able to the accumulation of oil and gas, thought to exist in the sub- 
surface, actually contains oil and gas in producing quantities. If the 
test well is successful, it is confirmed that an oil and gas deposit actual- 
ly does exist in the particular structure. Such confirmation, of course, 
does not “produce” the deposit. It can only be discovered. Therefore, 
the real question is whether discovery of an oil and gas reservoir 
should reasonably be construed to amount to the “construction or 
production” of property within the meaning of the definition. This 
determination is not apt to be resolved by juggling words and forays 
into dictionaries. If one is prepared to forsake the plain, ordinary 
meaning of common words, it behooves one to look beyond mere 
additions or accretions of value, and into the innermost policy work- 
ings of the statute. Moreover, in the oil and gas context the inquiry 
must be broad enough to encompass the legislative policies which 
underly the percentage allowance for depletion, and to effect a proper 
correlation of the total tax objectives. However, these are questions 
which should await an analysis of the policy objectives of section 
341(b). 

The second aspect of the definition concerns the use of. the cor- 
poration by the shareholders as a medium to convert ordinary busi- 
ness profits to capital gains. That involves a quick harvest by the 
shareholders of the gain attributable to the property manufactured, 
constructed, produced, or purchased by the corporation, either 
through a sale of their stock or in liquidation of the corporation, be- 
fore the corporation has realized a substantial part of the net income 
to be derived from the property. The two principal questions arising 
under this aspect of the definition are: (1) what constitutes a “sub- 
stantial part” of the net income to be derived from the property, and 
(2) does the statute mean that the shareholders revert to regular tax 
treatment if their gain is realized after the corporation has realized 
a substantial part of the net income potential of the property, or does 
it mean that any gain taken by the shareholders and attributable to 
the collapsible property must be treated as ordinary income if there 
remains yet to be realized by the corporation a substantial part of the 
net profits to be derived from the property? 
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With reference to the first question, for some time the Internal 
Revenue Service adopted the practice to consider 50 percent of the 
total net income to be derived from the property as constituting a sub- 
stantial part. The total potential net income from the property was 
estimated on the basis of the hypothesis that the corporation sold the 
collapsible property coincident with the shareholder’s transaction. In 
other words, if prior to the shareholder’s sale or liquidation the cor- 
poration had received net income from the property® in an amount 
equal to at least 50 percent of the sum of (i) the net income previous- 
ly received by the corporation, plus (ii) the net gain which would be 
realized by the corporation from the sale of the remaining property, 
assuming such property were sold at the same time as the proposed 
shareholders’ transaction, the Service would consider that a substantial 
part of the total taxable income to be had from the property had been 
realized by the corporation, and that by virtue thereof the share- 
holders had been restored to a state of grace under the income tax. 
Later the Service became concerned with the second question and 
apparently proposed to turn the statute upside down, to direct its 
inquiry to the question whether a substantial part of the total net 
profits remained yet to be derived from the property. It is possible 
that this change in position was due, at least in part, to a recognition 
that something less than 50 percent could constitute a “substantial 
part.” The limitation in subsection (d) (2), relating to the case where 
less than 70 percent of the shareholder’s gain is attributable to col- 
lapsible property, is not really helpful because that exception is 
directed to the situation where the corporation has assets in addition 
to the collapsible property. However, the Tax Court has recently 
held that one-third of the total net profits to be derived from the 
property constitutes a substantial part.** In this same decision the 
Tax Court rejected the government’s contention that the issue of 
collapsible status is to be determined on the basis of the net profits 
still to be derived from the property, as distinguished from the 


30 The concept of “property” in the taxation of income from natural resources is 
not appropriate in the collapsible context. However, § 614(b) provides that an elec- 
tion by the taxpayer governs “for all purposes of this subtitle.” Therefore, literally 
the rules provided by this section would seem to apply under § 341 in determining 
the extent of the collapsible property. The possibility of collapsible status is one 
of many factors to be considered in making an election under § 614(b) in the case 
of oil and gas interests. The problem is a very difficult one and can hardly be dis- 
cussed here without a prolonged digression. 


31 James B. Kelley, 32 T.C. 135 (1959). 
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amount previously realized by the corporation.** On the other hand, 
the Third Circuit has held that the question whether the corporation 
has derived a substantial part of the net profits from the property 
should be determined on the bests of the amount still remaining to 
be realized from the property. 

In the final analysis the difficulties encountered in this question be- 
speak the somewhat primitive philosophy of the existing provision.** 
Actually, the question is being submerged in the development of a 
more sophisticated statute.** If a corporation is to be classified as a 
collapsible corporation at all, the question arises whether the tax 
consequences should not continue to obtain so long as there remains 
more than a negligible amount of ordinary net profits to be derived 
from business property. This seems to be the point of view which 
motivated the Third Circuit in its decision of the Abbott case.* The 
statute is now moving away from the original narrow, subjective ap- 
proach toward a broader and more enduring objective more com- 
pletely to exclude business profits from the capital gains preference. 
This revised philosophy is implicit in the 1958 amendments, and it 
seems desirable to defer further discussion at this point until those 
amendments can be discussed. 


D. Analysis of the Policy Objectives of Section 341(b) 


It is the legislative policy of section 341 to deny long-term capital 
gain treatment to a gain realized by a shareholder of a “collapsible 
corporation,” to the extent such gain is attributable to the collapsible 
property. The objective of section 341 is to require the corporation 
to realize a substantial part of the collapsible profit before the stock- 


81a The majority opinion in Kelley states in part: 

[I]t is our opinion that the question posed by the statute is, to quote the 
statute itself, whether there was ‘a view to—(i) the sale .. . of stock by 
shareholders . prior to the realization by the corporation . = . constructing 

. or purchasing the property of a substantial part of the net ‘income to be 
derived from such property ... . (Emphasis supplied.) Put more succinctly, 
it is our opinion that the question to be decided is whether the realized income 
is a substantial part of the net income to be derived from the property and not 
whether the unrealized income is a substantial part of such net income. 

This conclusion is in harmony with the legislative history of the statute 
here involved. 32 T.C. at 149-50, 

32 Abbott v. Commissioner, supra note 28. 

33 It seems clear that there is no basis whatever in the existing statute for the 
Abbott decision. Certain it is that those who fashioned the collapsible definition had 
no thought that such a result was permissible under the statute. 

34 See Apvisory GROUP ON SUBCHAPTER C OF THE INTERNAL REVENUE CODE OF 
1954, Revisep REPoRT ON CorporaTE DisTRIBUTIONS AND ADJUSTMENTS 35-48 (1958). 

35 Tbid. 
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holders may take their gain upon a sale of stock or the receipt of a 
capital distribution from the corporation at capital gain rates. 

Implicit in this requirement is an assumption that the amount of 
ordinary income to be derived from the sale or operation of the prop- 
erty by the shareholders (or their purchasers), following its receipt 
in liquidation of the corporation, would be materially less than the 
ordinary income which would be taxable to the corporation if it sold 
or continued to operate the property. Therefore, it would seem that 
the extent to which the collapsible profit is subject to the federal in- 
come tax is a fundamental aspect of the statute. For example, if the 
shareholders of a collapsible corporation were taxable on the ex- 
hibition income from a motion picture, or the net operating income of 
an apartment house or other real estate project, to the same extent 
as the corporation which produced or constructed the property, it 
would be a poor quarrel to object that the stockholders receiving 
the property in liquidation should not be entitled to favorable treat- 
ment of their gain. The application of section 341 in such circum- 
stances would be gilding the tax lily.** Yet, the allowance of per- 
centage depletion brings the corporation engaged in development of 
oil and gas properties close to these hypothetical situations where a 
step-up in the basis of the property upon the liquidation of the cor- 
poration would not materially affect the level of operating net income 
to be derived from the property. True, the preciseness of mathe- 
matical equivalents is lacking, but to a substantial extent the depletion 
policy operates to put a producing oil and gas property in a parallel 
position with these hypothetical situations, and collapsible treatment 
seems highly questionable. 

As indicated above, it is important to recognize that a crucial 
objective of the existing statute is to preserve the level of ordinary 
income from the sale or operation of a collapsible property which 
would otherwise be subject to taxation. For example, the evil in the 
so-called “Hollywood collapsibles” lies in the circumstance that 
through the liquidation of the corporation before it realizes any taxa- 
ble income from the exhibition of the motion picture produced by 
it, the shareholders are enabled to convert practically all of the ordi- 
nary income to be derived from the picture into capital gain. In other 
words, there is a substantial disparity between the tax treatment of 

36 In such circumstances a fair tax policy would not recognize any gain to the 


shareholders on the distribution of the property in liquidation of the corporation. 
Cf. Cone, § 333. 
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the shareholders in such a situation as compared with that of the cor- 
poration if it had continued in existence. 


On the other hand, in the typical oil and gas situation, an analogous 
disparity could occur only to the extent that the fair market value of 
a producing property when distributed to the shareholders (or their 
assignees) would yield a depletion allowance so far in excess of the 
percentage allowance which would otherwise be deductible, as to 
make a mere capital gains tax inequitable to the government. It is 
apparent, however, that this situation could seldom arise in the case 
of producing oil and gas properties. As a general proposition, it can 
be seen that cost depletion based upon fair market value of reserves 
in place would not ordinarily appreciably exceed percentage deple- 
tion, because the percentage allowance is a variable of the field price 
of produced oil and gas. Accordingly, it can hardly be expected that 
a tax disparity in the degree which precipitated the collapsible statute 
could occur to any appreciable extent in the case of producing oil and 
gas properties. Therefore, the practical result of the legislative policy 
expressed in the percentage depletion allowance appears to be basical- 
ly incompatible with the policy reflected in section 341 to force the 
realization by a collapsible corporation of a substantial part of the net 
income to be derived from its property before the shareholders are 
to be allowed capital gain treatment on gain realized in respect of 
their stock and attributable to the collapsible property. 

For example, suppose that a corporation which has developed a 
block of oil leases distributes the properties in complete liquidation 
to the shareholders. Suppose further that the posted field price for 
oil at the wellhead is $3.25 per barrel and that the fair market value 
of the reserves in place is $1 per barrel. If the shareholders (or their 
assignees) proceeded to operate the properties directly as co-owners, 
their effective depletion allowance would be approximately 30.75 per- 
cent as compared with a straight percentage allowance of 27¥, 
percent to the corporation. For an increase in the depletion allowance 
of approximately 3.25 percent the shareholders would pay a capital 
gains tax of not less than 10 nor more than 25 percent. It is obvious 
here that the shoe is on the other foot, and the tax price of such a 
relatively small increase in the depletion allowance is unreasonably 
high. 

It is apparent that there is a relatively small tax advantage, if any, 
to operators of oil and gas properties resulting from the distribution 
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of the properties in complete liquidation of a corporation which de- 
veloped them. On the contrary, such a transaction ordinarily would 
have disastrous tax consequences to the shareholders. Where com- 
plete liquidation of such a corporation is desirable, the shareholders 
would normally look to section 333 of the 1954 Code, providing 
nonrecognition of gain, except gain attributable to money, stock, 
or securities acquired since 1953. Actually, shareholders of a cor- 
poration engaged in operating oil and gas properties are at a con- 
siderable tax disadvantage when it comes to liquidating the corpora- 
tion, and it is something of a paradox that the situation actually is one 
which calls for a provision permitting a tax-free liquidation of the 
corporation. The situation under consideration in Revenue Ruling 
57-346" probably involved a proposed liquidation under section 333 
rather than a sale of stock. That section, however, does not apply 
to a collapsible corporation.** 


E. Completion of Construction 


The determination as to when the 3-year holding period begins is 
a difficult matter. The 3-year rule is important under section 341- 
(d) (3), since the entire section is inapplicable to gain realized by 
shareholders after the expiration of three years following the com- 
pletion of the manufacture, construction, production, or purchase 
of the collapsible property. Unfortunately, the completion of de- 
velopment of an oil and gas deposit is a relative matter. 

It has been suggested that “the holding period on a producing oil 
and gas lease probably would not commence until the last well on 
the property had been completed.” ** The application of such a 
rule where the last well drilled on the property is a dry hole is not 
explored. Frequently, of course, the last wells drilled will be dry 
holes. Furthermore, the need of workover jobs on completed wells 
is not uncommon. A completed well in need of a workover job can 
be virtually useless. It is not clear what effect a workover job would 
have on the completion question. The answer would probably vary 
according to the particular circumstances in each case. Frequently, 
wells may require reworking shortly after initial completion. Where 
that is the case, the completion date might be postponed until the 

37 1957-2 Cum. BuL-. 236. 

38 Cope, § 333(a). 


39 DeWind & Anthoine, Collapsible Corporations, 56 Cotum. L. Rev. 475, 507 
(1956). 
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workover jobs have been finished. In other instances a workover 
project may come long after a well was first completed as a com- 
mercial producer, and the purpose of the work may simply be to 
maintain the ability of the well to continue producing at its former 
rate. In such cases the work should be classed as ordinary maintenance 
and repair, having no bearing on the original completion date of that 
well. In still other instances the purpose of workover may be to 
increase substantially the pre-existing capacity of the well to produce. 
Such a project might be expected to extend to a substantial part of 
the field, and might well be considered “reconstruction” of the prop- 
erty which, of course, would postpone the completion date for col- 
lapsible purposes. 

The effect of secondary development also enters into the comple- 
tion question. An oil and gas reservoir will be produced during the 
initial period of production through the natural energy forces in 
the reservoir. When the natural energy of the reservior begins to 
peter out, supplemental or secondary development will be under- 
taken in many cases. A water-flood project or gas injection process 
instituted as a secondary recovery program would presumably be 
considered new “construction,” with attendant new completion dates. 
However, in fields where repressuring or cycling has been employed 
from the beginning, such methods would not have any special effect 
on the completion of the “construction.” “° Of course, if a corpora- 
tion entered the picture at or after the commencement of a secondary 
recovery program, its activities during that stage would determine its 
collapsible status. Mere operation during a secondary or tertiary stage 
presumably would not amount to “construction.” 

Furthermore, the existence of multiple producing horizons in 
many oil and gas fields poses further difficulties in the determination 
as to when development of the property had been completed. Sec- 
tion 341(d) (3) does not fragment the gain realized by a shareholder, 
in circumstances where the gain is attributable in part to a collapsible 
property completed more than 3 years prior to such gain, and at- 
tributable in part to another collapsible property completed less than 
3 years prior to such gain. Therefore, whether or not multiple sands 
would be considered separate properties for collapsible purposes, if 
the same corporation engaged in the exploration or development 

40 Scofield v. La Gloria Oil and Gas Co., 268 F.2d 699 (5th Cir. 1959), involves 


an excellent example where cycling was employed from the beginning in the produc- 
tion of a high-pressure gas condensate reservoir. 
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of one of the zones undertook exploration or development of an- 
other, the 3-year period under subsection (d) (3) would begin anew 
with such later activity. 

These supplemental development activities demonstrate that in 
many cases the development of an oil and gas deposit is actually a con- 
tinuing step-by-step process which may go on for many years. The 
impact of the 3-year rule on the development practices in the oil and 
gas industry generates further confusion and uncertainty, and un- 
doubtedly tends in many cases to cause section 341 to apply with 
a greater stringency than in the case of other enterprises. The up- 
shot of these considerations in the case of a corporation engaged in 
the development and operation of oil and gas properties would seem 
to be that as a practical matter not even the 3-year limitation in 
section 341(d)(3) would be available to the shareholders of the 
corporation. 


F. Corporate Sales 


Under Section 337 of the 1954 Code a corporation which adopts 


a plan of complete liquidation and sells or exchanges properties dur- 
ing the ensuing 12 months is not taxable on the gain realized during 
that 12-month period, provided the corporation distributes all of its 
assets to its shareholders before the expiration of the 12-month period. 
However, a corporation which is a collapsible corporation as defined 
in section 341(b) is excluded from the benefits of section 337.4 
This exclusion is invoked even though the shareholders have held 
their stock for more than three years after the completion of the 
collapsible property.*” In applying section 337 a corporation which 
was once a collapsible corporation is considered always to be a col- 
lapsible corporation, and the mere fact that the special tax treatment 
of the shareholders’ gain on a sale or disposition of their stock is no 
longer applicable, because of the 3-year rule or for other reasons, does 
not entitle the corporation to the benefits of section 337. Although 
this result was literally required by section 337(c), excluding col- 
lapsible corporations from the statute, such exclusion after the expira- 
tion of three years following the completion of the collapsible prop- 
erty by the corporation is hardly a defensible position. Nevertheless, 


40a Cope, § 337(c). 


40> The limitation in $ 341(d) (3) forms no part of the definition of a “collapsible 
corporation” in § 341(b). 
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the Internal Revenue Service declined to exercise any discretion 
in this matter. 

In Revenue Ruling 58-241* the Service ruled that even though the 
shareholders could sell their stock at capital gain rates under the 
limitations in section 341(d), the corporation remained a collapsible 
corporation as defined in section 341(b) and, therefore, continued to 
be excluded from the benefits of section 337 by the literal terms of 
section 337(c). Under these circumstances, if the properties were 
distributed in complete liquidation of the corporation to its share- 
holders, their gain would not be subject to section 341. However, 
if the shareholders then participated in a concerted sale of the prop- 
erties to a third party, a risk of the sale being attributed to the cor- 
poration under the old rule of the Court Holding Company case* 
would arise. It is the purpose of section 337 to exempt a corporation 
from any tax on the sale of its assets and to rely solely on a tax at the 
shareholder level. However, this narrow niche occupied by a col- 
lapsible corporation is one of the areas in which the risk of a double 
tax remains. 


IV. Tue 1958 AMENDMENTS 


A. General Background 


Section 20 of the Technical Amendments Act of 1958, enacted 
September 2, 1958, added subsection (e) to section 341. The amend- 
ment provides four important exceptions to collapsible tax treat- 
ment. Although the prime objective of section 341 was to prevent 
the conversion of ordinary business income to capital gain, the terms 
of the statute were broader than its original purposes and applied to 
convert capital gain to ordinary gain. This result frequently occurred 
in real estate projects. In the original provision classification of a 
corporation as a collapsible corporation was not dependent on the 
status of its shareholders as dealers in properties similar to its own. 
Accordingly, in a great many instances, if the property constructed 
by the corporation had been constructed and sold by the shareholders 
in their individual capacity, such property would have been “prop- 
erty used in the trade or business” within the meaning of section 
1231(b), and their gain would have been taxed as long-term capital 


41 1958-1 Cum. BuLt. 179. 


42 324 U.S. 331 (1945). But see United States v. Cumberland Pub. Serv. Co., 338 
U.S. 451 (1950). 
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gain under section 1231(a). However, this circumstance did not in 
any wise mitigate the application of section 341. In the case of a 
shareholder in this situation any gain on the sale of his stock, whether 
in liquidation or otherwise, was still taxed as ordinary gain. There- 
fore, capital gain was actually converted to ordinary gain by the 
original version of section 341. 

The same situation frequently would result from the application of 
the statute to oil and gas properties. An interest in an oil and gas 
deposit constitutes an interest in real property.** Generally, an operat- 
ing interest will be used in the trade or business of the taxpayer.‘ 
Therefore, an investor in a corporation engaged in the development 
of oil and gas properties was placed at a serious tax disadvantage in 
comparison with an individual or co-owner participating directly in 
the development of oil and gas properties. If anything, the situation 
confronting the investor shareholder in this area was even worse 
than that facing a shareholder in a corporation engaged in real estate 
development or construction.“ 


Probably the most significant aspect of the new limitations added 
by subsection (e) is the departure from the subjective approach 


which characterizes the definition of “collapsible corporation” in 
subsection (b). The new limitations are derived from an objective 


? 


concept of “collapsible corporation.” In a sense section 341 now 
contains two definitions of “collapsible corporation.” Subsection 
(e) superimposes a new negative definition of collapsible corpora- 
tion upon the old affirmative definition which remains in subsection 
(b). If the vague, subjective standards of the original definition tend 
to overpower the reader’s intuition, he may turn to the new objec- 
tive concept in subsection (e) and turn loose his analytical powers 
upon the mass of cryptographic detail to be found therein. However, 
no formal change has been made in the original definition. The limita- 
tions in subsection (e) have been patterned after a concept of collapsi- 
ble corporation which appears in some respects to be broader and in 


43 1.T. 3693, 1944 Cum. Butt. 272 (operating interest) ; Rev. Rut. 55-526, 1955-2 
Cum. Butt. 574 (royalty interest). 

43a ].T. 3693, supra note 43. 

44 An investor in oil and gas properties would be subjected to the burden of 
collapsible tax treatment if the corporation had participated in any activity con- 
stituting “construction” and preceding actual drilling. Liquidation would be necessary 
prior to drilling in order for the investor to deduct intangible drilling and develop- 
ment costs. If it were necessary to drill offset wells, no delay would be permitted 
to get the benefit of the 3-year limitation in § 341 (d) (3). 
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other respects narrower than the original concept.** Presumably, 
these new limitations presage a new approach to the collapsible 
problem to be expected sometime in the near future to replace entirely 
existing section 341. 

The theme of the original definition essentially is that a collapsible 
corporation represents a short run expedient or vehicle to convert 
ordinary income into capital gain. On the other hand, there is dis- 
cernible in subsection (e) a new philosophy which would regard 
a collapsible corporation as a corporation having a net worth repre- 
sented in substantial part by an unrealized appreciation in assets which 
if sold by the corporation would produce ordinary income, or, if in 
the hands of the shareholders and sold by them, would give rise to 
ordinary income as distinguished from capital gain. Therefore, it can 
be seen that the theme of the new limitations ties the collapsible 
corporation problem more closely to the definitional aspects of the 
capital gains policy, than the original, subjective approach. It is 
important to note that the revised approach takes the form of a two- 
fold attack on the capital gains difficulty. In the first place, gain 
realized on stock of a corporation having a net worth comprised in 
large part of unrealized ordinary income is to be taxed as ordinary 
income. Further, gain on stock of a corporation realized by a share- 
holder who, if he held and sold the corporation’s property, would 
receive ordinary income treatment, is also to be taxed as ordinary 
income, even though the corporation could sell the same property at 
capital gains rates. 


B. Fifteen Percent Rule 


The common thread running through the new 1958 limitations is 
that a corporation will not be considered a collapsible corporation, 
if the net unrealized appreciation in its ordinary income assets is not 
more than 15 percent of its net worth. Stated the other way around, 
if the corporation’s net unrealized appreciation in ordinary income 
assets is more than 15 percent of its net worth,** it is regarded as a 


45 See Apvisory Group oN SUBCHAPTER C OF THE INTERNAL REVENUE CODE OF 
1954, op. cit. supra note 34, at 35-48. 


46 The term “net worth” as of any day is defined in subsection (e)(7) as the 
excess of (i) the sum of the fair market value of all the corporation’ s assets on such 
day, plus the amount of any distribution in complete liquidation made by the cor- 
poration on or before such day, over (ii) all its liabilities at the close of such day. 
The definition adds, significantly : 

{T]he net worth of a corporation as of any day shall not take into account any 
increase in net worth during the one-year period ending on such day to the 
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collapsible corporation, and none of the new limitations apply. The 
“hitch” is that the classification of an asset held by the corporation 
as an ordinary income asset or a capital gain asset is not dependent 
solely upon its status in the hands of the corporation. In addition, 
the asset must be further tested by reference to what its status would 
be in the hands of a principal shareholder. Under this shareholder- 
reference test, an asset which is a capital gain asset in the hands of the 
corporation may be considered, for the purpose of the 15 percent 
rule, to be an ordinary income asset. 


C. “Subsection (e) Assets” 


The statutory “gobbledygook” denoting an ordinary income asset 
is the formidable term “subsection (e) asset.” “Subsection (e) asset” 
means the following property: 


(1). Any property held by the corporation which would not be 
considered to constitute a capital asset or property of the 
general character described in section 1231(b), aside from 
any holding period anes. For this purpose reference 
must be made to the hypothetical status of the property in 
the hands of any shareholder who owns more than 20 percent 
in value of the total outstanding stock of the corporation. 
If the property were held and sold by such shareholder and 
in his hands would not be considered to be either a capital 
asset or property of the general character described in section 
1231(b), aside from the holding period requirements, such 
property must be counted as a “subsection (e) asset,” even 
though in the hands of the corporation the property would be 
entitled to capital gains treatment either because the property 
constitutes a capital asset or is property of the general char- 
acter described in section 1231(b), again without regard to 
the holding period requirements.*7 On the other hand, if 
property of the corporation would produce ordinary income 
on its sale by the corporation, its character as a “subsection 
(e) asset” is fixed, and the fact that it would be a capital 
gain asset in the hands of each shareholder is disregarded. 

(2). Any property used in the corporation’s trade or business, 
as iefined in section 1231(b), without the holding period 





extent attributable to any amount received by it for stock, or as a contribu- 
tion to capital or as paid-in surplus, if it appears that there was not a bona 
fide business purpose for the transaction in respect of which such amount was 
received. 

47 Cone, § 341(e) (5) (A) (i). 

48 Cf. Greenspon v. Commissioner, 229 F.2d 947 (8th Cir. 1956). 
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requirements, provided that there is a net unrealized deprecia- 
tion on all such property held by the corporation. For this 
purpose no reference to the status of the property in the 
hands of a shareholder is required by the statute.*® 

(3). Property used in the corporation’s trade or business, as de- 
fined in section 1231(b) without regard to holding period re- 
quirements, if such property in the hands of a shareholder 
who owns more than 20 percent in value of the total out- 
standing stock of the corporation would not be considered 
to be either a capital asset or property described in section 
1231(b), including the holding period requirements, but only 
if there is a net unrealized appreciation on all such property 
used in the corporation’s trade or business.5° From this rule 
and the rule in paragraph 2 it will be observed that the status 
of property used in the corporation’s trade or business (as 
defined in section 1231(b) without the holding period re- 
quirements) is correlated with the netting rule in section 
1231(a). In other words, if there is a net unrealized apprecia- 
tion on all property used in the corporation’s trade or business, 
all such property is excluded from the definition, unless a 
particular property would, in the hands of a 20-plus percent 
shareholder, have the status of an ordinary income asset. In 
such event, for subsection (e) purposes that particular prop- 
erty will have a similar status in the hands of the corporation. 
On the other hand, if there is a net unrealized depreciation 
on all property used in the corporation’s trade or business, 
all such property is considered to be ordinary income assets 
including the particular properties in respect of which there 
is unrealized appreciation. 

(4). Finally, any property consisting of a copyright, a literary, 
musical, or artistic composition, or similar property, or any 
interest in such property, provided such property was created 
in whole or in part by the personal efforts of any individual 
who owns more than 5 percent in value of the stock of the 
corporation. Inclusion of property of this category is designed 
to correlate the amendments with section 1221(3) which treats 
such property as noncapital assets. It is of interest to note at 
this point that there is no exception which would exclude 
property of this type where it was created through the per- 
sonal efforts of individual shareholders who received reason- 
able compensation from the corporation. 


49 Cops, § 341(e) (5) (A) (ii). 

5 Cong, § 341(e) (5) (A) (iii). 

51 Cf. Apvisory GRrouP ON SUBCHAPTER C OF THE INTERNAL REVENUE CODE OF 
1954, op. cit. supra note 34, at 47. The Advisory Group’s recommendation would 
exculpate the “Hollywood collapsibles” by classifying a motion picture as a capital 
gain asset if the individual artists received reasonable compensation from the 
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D. Shareholder-Reference Rules of Subsection (e) 


Under the original version of section 341, it was immaterial that 
the collapsible property held by the corporation would be con- 
sidered as property used in the trade or business within section 1231- 
(b) in the hands of the shareholders, so that any gain realized by a 
shareholder on the sale of such property would be capital gain. The 
shareholder’s gain on the sale or exchange of his stock was still taxed 
as ordinary gain. The prime objective of the 1958 limitations is to 
change this result, to prevent the conversion of capital gains into 
ordinary income. Accordingly, under the amendments if the so- 
called collapsible property would be a section 1231(b) asset in the 
hands of the major shareholders, as well as in the hands of the cor- 
poration, it will no longer form the basis of collapsible treatment 
under the statute. Therefore, it is necessary to consider the status 
of the corporation’s assets in the hands of the shareholders. 

In effect there are three shareholder-reference rules in the new limi- 
tations. The first rule is incorporated in the definition of an ordinary 
income asset. If the property held by the corporation would be stock 
in trade, inventory, or other property held primarily for sale to 
customers in the ordinary course of business, in the hands of a share- 
holder who owns more than 20 percent in value of the total outstand- 
ing stock of the corporation, that is, if such a shareholder is a dealer 
in property of this type, the shareholder’s dealer status will be im- 
puted in effect to the corporation.” Thus, for collapsible purposes 
the character of the property in the hands of the corporation may be 
converted from an asset which would produce capital gain into an 
ordinary income or subsection (e) asset. The effect of this rule 
is to taint the entire corporation with the dealer status of any 20-plus 
percent shareholder. Each and every shareholder owning more than 
5 percent® of the corporation’s stock is touched by this rule, because 
it is part and parcel of the definition of ordinary income assets. 

In addition, there are two other shareholder-reference rules which 
are applied solely at the shareholder level when a shareholder sells or 
exchanges stock in the corporation. These latter two rules depend on 
corporation. The soundness of this proposal seems questionable. But see Anthoine, 


Federal Tax Legislation of 1958: The Corporate Election and Collapsible .Amend- 
ment, 58 Cotum. L. Rev. 1146, 1184 (1958). 

52 Cope, § 341(e) (1) (A) and (5) (A). 

53 A shareholder owning not more than 5% of the stock is still insulated from 


collapsible tax treatment by § 341(d)(1), one of the original limitations, none of 
which is abridged by the 1958 amendments. 
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the situation of a particular shareholder and do not affect the character 
of the gain to a shareholder who is not subject to such rules. In 
other words, the other two rules apply on a shareholder by share- 
holder basis. 

The second shareholder-reference rule is that in the case of a share- 
holder who owns more than 5 percent in value of the stock, in order 
to determine whether his gain will be treated as long-term capital 
gain, it is necessary to redetermine the ordinary income assets of the 
corporation and the ratio of its net unrealized appreciation in ordi- 
nary assets to its total net worth, by testing the ordinary income 
status of the corporation’s assets from the standpoint of the particular 
shareholder looked at as if such shareholder owned more than 20 
percent of the corporation’s stock. 


If a shareholder actually owns more than 20 percent of the stock 
of the corporation, the third shareholder-reference rule may be ap- 
plicable to him. However, this rule is applicable to a 20-plus per- 
cent shareholder only if he owned during the preceding three years 
20 percent or more of the stock of another corporation which owned 
assets similar or related in service or use to the assets held by the 
subject corporation. If more than 70 percent of the assets of the 
other corporation which were owned by it at any time during the 
preceding three-year period were similar or related in service or use 
to assets comprising more than 70 percent of the total assets of the 
subject corporation, the assets of the corporation must be tested from 
the standpoint as if the 20-plus percent shareholder held directly the 
assets of the other corporation. However, it is not necessary to advert 
to the status of assets held by another corporation in which the share- 
holder owned more than 20 percent of the stock unless the share- 
holder during such preceding three-year period sold or exchanged 
some stock of the other corporation. In that event a sale or exchange 
of stock in the other corporation will be viewed as a sale or exchange 
by the shareholder of his proportionate share of the assets held by the 
other corporation at the time of such sale or exchange. Similarly, 
if the other corporation during the preceding three-year period was 
completely liquidated under a section 337 plan, any sale or exchange 
of the property by the other corporation will be considered as if the 
shareholder had sold or exchanged his proportionate share of any 
property sold or exchanged by the other corporation. 


In appraising these rules from a policy standpoint, it is important 
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to note that if property would constitute an ordinary income asset 
in the hands of the corporation without regard to the shareholder- 
reference rules, the collapsible status of the corporation itself re- 
mains unchanged. In other words, if the property would give rise 
to ordinary income in the hands of the corporation itself, the fact 
that all of its shareholders have the status of investors, that none 
of such shareholders could be considered a dealer in similar prop- 
erty, does not save the corporation from collapsible status or the 
shareholders from ordinary income treatment (if otherwise applicable 
under the statute) of any gain realized on the sale or disposition of 
their stock. 

A comparison of the original definition in subsection (b) as to 
what is a collapsible corporation with the negative definition in sub- 
section (e) as to what is not a collapsible corporation, indicates that 
the collapsible problem is moving in the direction of important 
modification in the classification of stock investment as a capital 
asset.** Whether stock will be considered a capital asset will depend 
upon the status of the underlying assets held by the corporation. To 
the extent that such underlying assets constitute ordinary income 
assets, the stock would not constitute a capital asset in the hands of the 
shareholder. Under this approach the status of a particular share- 
holder as a pure investor in the corporation is immaterial. The trouble 
here is that the character of a corporation’s assets does not afford 
a reliable guide to the proper classification of its stock as a capital 
asset or noncapital asset in the hands of its shareholders. On the other 
hand, viewing the character of the corporation’s principal assets on 
the basis as if such assets were held directly by the shareholders, is 
a pertinent and defensible test of the character of the stock in the 
hands of a particular shareholder who is in effect a dealer in property 
similar or related in service or use to the corporation’s properties. 

From the vantage point offered at the present juncture, the true 
dimensions of the collapsible problem come into clearer view. At the 
same time, the confusion of the collapsible problem with the defini- 


54 The subsection (e) limitations are patterned after the recommendations of the 
Apvisory GRouP ON SUBCHAPTER C OF THE INTERNAL REVENUE CODE oF 1954, op. 
cit. supra note 34, at 35-48. However, these proposals are premised on the repeal of 
the original definition with its emphasis on the construction or production of prop- 
erty by the corporation and the tax avoidance designs of the shareholders. The 
negative definition which characterizes the 1958 amendments is the keystone of the 
Advisory Group’s approach to the entire problem of collapsible corporations. The 
Advisory Group, in turn, built on the original ideas generated in the American Law 
Institute Tax Project. See 2 ALI Fep. Income Tax Start. §§ x560-61 (Feb. 1954 
Draft). 
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tional problem in capital gains taxation begins to come to light.* 
The hopelessness of each sphere of difficulty dawns upon the aware- 
ness. It will be readily admitted that a person who is a dealer in 
property of any character should not be able to impose upon the 
capital gains preference by operating behind a corporate veil. There- 
fore, gain realized by any person on a sale or other disposition of 
stock in a corporation holding property similar or related in service 
or use to that in which such person directly or indirectly is a dealer 
may properly be regarded as business profits for income tax pur- 
poses.°°* Up to this point these difficulties could be solved by de- 
fining the extent to which stock in a corporation would be con- 
sidered to be a capital asset. It would follow that corporate stock in 
the hands of a true investor would remain classified as a capital 
asset, so that any gain realized by such an investor on the sale or 
disposition of such stock would be capital gain. However, this 
theoretically simple approach leaves the problem of the treatment 
of gain on the sale or disposition of stock by any shareholder, whether 
an investor, dealer, or otherwise, where such gain is attributable to 
unrealized appreciation in ordinary income assets held by the cor- 
poration. Presumably, the only reason that such gain should be 
treated as ordinary income is that otherwise there will occur a sub- 
stantial erosion of the business income base, with a permanent and 
irretrievable loss of tax revenues to the Government. This is the 
collapsible problem. The remainder is strictly a problem of defining 
the concept of capital asset. A loss of ordinary business income does 
not occur so long as the corporation continues in existence. There- 
fore, injury to the revenue can occur in general only where the cor- 
poration is liquidated with an attendant step-up in the basis of the 
ordinary asset. 


When oil and gas leases developed, in whole or in part, by a cor- 
poration are distributed in liquidation to the shareholders, there is no 


55 See Surrey, Definitional Problems in Capital Gains Taxation, 69 Harv. L. Rev. 
985 (1956). 

55a Of course, this approach involves the fragmentation of total gain into the 
constituent elements of which it is composed. Thus, on a sale of stock in a cor- 
poration the gain may be partly capital gain and partly ordinary gain, depending on 
the character of the corporate assets to which it is attributable. The Advisory 
Group recommendations incorporate this fragmenting feature in their collapsible 
proposal, where the result produces ordinary gain in lieu of capital gain which would 
otherwise arise. Apvisory GRoUP oN SUBCHAPTER C OF THE INTERNAL REVENUE 
Cove or 1954, op. cit. supra note 34, at 35-40. This may be an attractive theory in 
the case of partnerships (see Cope, § 751), but it is hopelessly complex as applied 
to stock interests in a corporation. 
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substantial erosion of the ordinary business income base, because 
ordinarily the stockholders or their assignees will derive approximate- 
ly the same level of operating net income from the property as a 
corporation would have reported. To the extent that there may be 
a discrepancy, it is more than compensated for by the regular capital 
gains tax at the shareholder level. In short, as already pointed out, 
there is actually no collapsible problem of any magnitude in the 
case of developed or partially developed mineral properties. There is 
only the definitional problem in according capital asset treatment to 
the stock in the corporation. The position of oil and gas properties 
in relation to the collapsible problem is attributable, of course, to the 
countervailing depletion policies in the tax law. Gains attributable to 
such properties should be entirely removed from the collapsible 
remedy. The extent to which gain realized by a shareholder on the 
sale or other disposition of stock in a corporation holding developed 
oil and gas properties should be given ordinary income treatment 
as distinguished from regular capital gain treatment is a problem of 
definition with respect to what should be included within the con- 
cept of capital asset. That is not the real collapsible issue. 

Even in the case of other enterprises where the situation is dif- 
ferent and where the Government does have a legitimate interest in 
preventing an irretrievable displacement of ordinary business profits 
through the collapsible device, it would seem that an exception to 
basic income tax policy, which disregards the character of corporate 
assets in determining whether stock is a capital asset or a noncapital 
asset, could be justified only for a reasonable time after substantial 
costs are incurred in respect of ordinary income assets. This may be 
the reason for the limitation in section 341 (d) (3) of the existing 
law, which does not tax a shareholder’s gain as ordinary income if 
such gain is realized after the expiration of three years following the 
completion of the manufacture, construction, production, or pur- 
chase of the collapsible property. It may also explain a significant 
recommendation of the Advisory Group that in defining an ordinary 
income asset for collapsible purposes, there should be excluded “prop- 
erty . .. 90% or more of the unadjusted basis of which consists of 
costs incurred by the [corporation] more than 3 years previously.” 
This recommendation of the Advisory Group as well as the three 
year limitation of the existing law undoubtedly reflects a policy 


55b Anvisory GROUP ON SUBCHAPTER C OF THE INTERNAL REVENUE Cope or 1954, 
op. cit. supra note 34, at 44-45. 
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feeling that it would be inappropriate to apply the collapsible remedy 
on a permanent basis without regard to the time when an ordinary in- 
come asset was acquired by the corporation. 


E. Transactions Subject to the New Limitations 


Subsection (e) provides in effect that a corporation shall not be 
considered a collapsible corporation for certain enumerated purposes. 
These limitations are entirely constrictive in purpose and effect. 
They do not expand the scope of the original version of section 341 
in any respect. The four excepted transactions are the following: 

(1). Sales or exchanges of stock by shareholders.** 


(2). Distributions to shareholders in complete liquidation under 
section 331.57 


(3). Distributions to shareholders in complete liquidation under 
section 333.58 


(4). Sales or exchanges by the corporation of its properties under 
a section 337 plan.*® 


(1). Sales or Exchanges of Stock by Shareholders. Under the 
original limitation in section 341(d)(1), collapsible treatment of a 
shareholder’s gain was encountered only if a taxpayer owned more 
than 5 percent of the total value of the outstanding stock of the cor- 
poration. The effect of the first limitation is to expand the scope of 
this exception to include shareholders who own more than 5 percent 
of the corporation’s stock, subject, however, to the 15 percent rule 
and the shareholder-reference rules discussed above. If a taxpayer 
owns more than 5 percent and not more than 20 percent in value of 
the corporation’s stock, the first two shareholder-reference rules 
would be applicable to his case. On the other hand, if the taxpayer 
owns more than 20 percent of the stock, all of the shareholder-refer- 
ence rules discussed above must be applied to determine whether he 
is entitled to treat gain realized on the sale or other disposition of 
his stock as long-term capital gain.* 

The statute imposes two limitations upon this exception to collaps- 
ible treatment. In the first place, the exception does not apply to 
any sale or exchange of the stock to the issuing corporation or to 


56 Cope, $ 341(e) (1). 
57 Cope, § 341(e) (2). 
58 Cope, § 341(e) (3). 
59 Cope, § 341(e) (4). 
@ Cone, § 341(e) (1) (A) and (B). 

61 Cope, § 341(e) (1) (A), (B), and (C). 
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any redemption of stock by the corporation. Therefore, as a 
practical matter this limitation applies only if the stock is sold to a 
third person. Furthermore, in the case of a taxpayer who owns 
more than 20 percent of the stock of the corporation, this excep- 
tion is not available to him if he sells or exchanges the stock to 
any person related to him.® Related persons are defined in sub- 
section (e)(8). If the shareholder is an individual, his spouse, an- 
cestors, his lineal descendants, and any corporation controlled by 
him are considered to be related to the shareholder.™ 


(2). Distributions in Complete Liquidation. The second exception 
applies to distributions to shareholders in complete liquidation of the 
corporation. If this exception is applicable, the tax treatment of the 
shareholder’s gain on the liquidation will be determined under the 
general rule of section 331. However, this exception is available 
only to distributions received in complete liquidation of the cor- 
poration in pursuance of a plan adopted under section 337. Here 
again, as in all four exceptions, the 15 percent standard must be met 
by the corporation. Moreover, the shareholder-reference rules must 
be applied to the same extent as in the case of sales of stock to third 
persons. 


(3). Distributions in Liquidation Under Section 333. The third 
exception applies to distributions received by the shareholders in a 
complete liquidation of the corporation under Section 333 of the 
1954 Code. Under this exception the 15 percent rule must be met 
by the corporation at all times following the date of the adoption 
of the plan of liquidation. In addition, the shareholder-reference 
rules must be applied to any shareholder who owns more than 5 
percent of the stock of the corporation. It will be recalled that 
section 333 excludes a collapsible corporation. 


(4). Sale or Exchange of Assets by Corporations Under Section 
337. The first three exceptions are applicable at the shareholder level, 
applying to relieve the shareholders from ordinary income treatment 
on gain realized by them on the sale or exchange of their stock. The 


62 Cope, § 341(e) (1). 

63 [bid. 

64 Cope, § 341(e) (8). The statute should be consulted for the full definition. Only 
a part of it is referred to in the text. 

65 Cope, § 333(a). 
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fourth and last exception is applicable to the corporation itself. It 
will be recalled that section 337(c) of the 1954 Code denies the 
benefits of that section to any corporation which is a collapsible 
corporation as defined in section 341(b).®* This was a particularly 
burdensome provision because it operated to deprive the corporation 
of the great advantages offered by that section, even though the stigma 
of collapsible treatment has long since been removed from the heads 
of the shareholders themselves, either by virtue of the 3-year rule or 
otherwise. The exception provides that a corporation shall not be 
considered to be a collapsible corporation for the purposes of section 
337 if at all times following the adoption of the plan of complete 
liquidation under that section the corporation meets the 15 percent 
rule discussed above.’ Moreover, the corporation in order to be 
eligible for the benefits of section 337 under the terms of this excep- 
tion, must, within the 12-month period beginning on the day of the 
adoption of the plan of complete liquidation, sell substantially all of 
the properties held by it on the date of the adoption of such plan.® 
This condition should be contrasted with the rule in section 337 
itself which merely requires that the corporation distribute sub- 
stantially all of its assets during the 12-month period. Furthermore, 
in order for this fourth exception to be available to the corporation, it 
may not distribute to any shareholder any property which would be 
subject to depreciation, amortization, or depletion in the hands of the 
shareholder.® Finally, under this exception, the nonrecognition pro- 
vision of section 337 will not extend to the sale or exchange of any 
property by the corporation to any 20-plus percent shareholder, or 
to any person related to such shareholder, if the property in his 
hands would be subject to depreciation, amortization, or depletion.” 

The proscription on the sale or distribution of depreciable or de- 
pletable properties to a 20-plus percent shareholder, or to any person 
related to him, is designed to correlate this exception with the analo- 
gous provision in section 1239 which prevents a step-up in the basis 
of depreciable property at the expense of a single capital gains tax. 
There is no similar proscription on the distribution of depletable 
properties in connection with the complete liquidation of a corpora- 


86 Cope, § 337(c). 

67 Cope, § 341(e) (4) (A). 
68 Cope, § 341(e) (4) (B). 
68 Cone, § 341(e) (4) (C). 
70 Cone, § 341(e) (4). 
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tion carried out under secton 333 of the 1954 Code. For obvious 
reasons it is uneconomical to pay even a capital gains tax on the 
receipt in liquidation of a developed or partially developed oil, gas, 
or sulphur property. Therefore, in oil and gas section 333 offers a 
more attractive means of transferring properties to the direct owner- 
ship of the shareholders, either for further development, operation, 
or sale. 


F. Application of 1958 Amendment To Oil And Gas 


It seems that in the months immediately following the enactment 
of the original collapsible statute hardly anyone would have ventured 
the opinion that it applied to situations in oil and gas. Today, it 
would be difficult to persuade anyone in the oil and gas business to 
run the risk of collapsible treatment where any substantial amount 
of tax liability would be involved. On the other hand, as indicated 
above there are persuasive considerations to be brought to bear upon 
the question whether the statute should or does apply to the develop- 
ment of oil and gas leases. It seems probable that if the question had 
been presented to the Internal Revenue Service shortly after the first 
legislation in 1950 the Service would have ruled that the section did 
not apply. However, in the intervening years since 1950 the prop- 
osition that the statute does apply to oil and gas seems to have been 
more or less implicitly accepted by those concerned. Indeed, con- 
siderable influence was presumably exerted by segments of the oil and 
gas industry in connection with the 1958 amendments in an effort 
to secure relief from the application of section 341. There is a refer- 
ence in the report of the Senate Finance Committee to an oil and gas 
situation, indicating that the Committee assumed the section to apply 
to oil and gas situations except where the property is neither a capital 
asset nor property described in section 1231 (b)."* Therefore, proba- 
bly the most significant aspect of the 1958 amendments insofar as 
oil and gas properties are concerned is that those amendments tend 
to foreclose the possibility of complete legislative removal of oil 
and gas from collapsible treatment. 

The theory of the 1958 limitations seems to envision a much 
broader coverage by collapsible treatment than does the original sec- 
tion, as amended in 1951 and again in 1954. These amendments 
probably herald a new approach to the collapsible problem. From 


71S. Rep. No. 1983, 85th Cong., 2d Sess. 145 (1958). 
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the original narrow objective to curb a hit-and-run type of abuse 
we seem to have progressed to a point of view which would classify 
gains in stock transactions according to the makeup of the underlying 
assets held by the corporation and to tax such gains as or in- 
come to the extent that they are attributable to unrealized apprecia- 
tion in the corporation’s ordinary income assets. 

Since the enactment of the 1958 amendments the Advisory Group 
on Subchapter C has modified its recommendations in certain re- 
spects. Originally, the Advisory Group in determining property 
which should be considered an ordinary income asset of the corpora- 
tion did not consider the period of time such property had been 
held. However, in its Revised Report, it has recommended in effect 
that for collapsible purposes property held by the corporation for 
more than three years should no longer be treated as an ordinary in- 
come asset."? This change is accompanied by the following comment: 


While logically it might be contended that the age of noncapital 
assets should not serve as a basis for capital gain treatment, the 
problem here is one of determining the circumstances under which 
the corporate entity is to be looked through in taxing transactions 
in the corporation’ s stock. In this context the advisory group has 
concluded that in balancing matters of practicality i in the operation 
of the provision with need for protection of the revenue, a 3-year 
cutoff is desirable.7* 


The Advisory Group in its revised recommendations would also 
exclude from the category of ordinary income assets inventory in 
amounts not exceeding the average closing inventory or annual gross 
sales, whichever is less, of the preceding three years.* Aside from 
these two revisions, it would seem that for all practical purposes the 
collapsible problem has been submerged in the definitional problems 
of capital gains taxation. 

Under the 1958 amendments the most pertinent question is whether 
oil and gas property constitutes property described in section 1231- 
(b). Whether any property is a section 1231 asset or is held primarily 
for sale to customers in the ordinary course of the taxpayer’s trade 
or business depends on the facts of the particular case. Most of the 


72 Apvisory Group ON SUBCHAPTER C OF THE INTERNAL REVENUE Cope or 1954, 
op. cit. supra note 34, at 44. 

73 Td. at 45. 

74 Id. at 45-46. 
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controversies on this issue in the past have concerned persons selling 
real estate. Since the issues in these cases are almost entirely factual 
in nature, one case is of little or no help in another. In many cases, 
of course, the surrounding circumstance may indicate with a fair 
degree of clarity that the taxpayer holds an oil and gas property for 
use in his trade or business. This situation probably would tend to 
obtain more often in the case of producing properties than unde- 
veloped leases or interests therein. There is undoubtedly some tend- 
ency to assume that a producing leasehold interest is a section 1231 
property.” However, section 1231 classification is not automatic 
simply because the property is producing.”* Moreover, the mere fact 
that a leasehold interest has not reached the production, or even the 
development stage does not indicate that it is not a section 1231 
asset."’ On the other hand, although a royalty interest might normally 
be considered an investment, the mere fact that it is a nonoperating 
interest does not indicate that it is not a section 1231 asset."* There- 
fore, the surrounding circumstances in each particular case always 
determine the question. 

There are many persons who regularly engage in the business of 
buying and selling oil and gas leases, royalty interests, and other 
mineral interest. Such persons will always be classified as dealers. 
Therefore, if such a person owns more than 20 percent of the stock 
of a corporation holding interests similar to those in which the share- 
holder customarily deals, the corporation’s properties will be ordinary 
income assets within the meaning of the subsection (e) limitations. In 
that event every shareholder holding more than 5 percent of the 
stock must take this circumstance into account in determining the 
status of the corporation under section 341. 

Likewise, there are persons who regularly engage in the activity of 
assembling homogeneous drilling blocks with a view to selling in- 
terests therein to other persons, especially investors, interested in 
development and capital gain prospects. If such a person owns more 
than 20 percent of the stock of a corporation which held a drilling 
block or a portion thereof, and probably even an undeveloped lease- 
hold interest, the corporation’s property would be an ordinary in- 
come asset, so that the new limitations would not be available to 


75 1.T. 3693, 1944 Cum. Butt. 272. 

76 [bid. 

17 Ibid. 

78 Rey. Rul. 55-526, 1955-2 Cum. Butt. 574. 





COLLAPSIBLE CORPORATIONS IN OIL AND GAS 851 


any shareholders in the corporation who owned more than 5 percent 
of its stock, including shareholders who were pure investors. 

There are innumerable corporations regularly engaged in drilling 
oil and gas wells, either on a footage basis, an oil payment basis or 
in consideration of the assignment of a fractional share of the working 
interest. Since the principal activity of such corporations is drilling 
oil and gas wells, the interests acquired as compensation for drilling 
frequently are sold to third persons. Such corporations can also be 
classified as dealers in oil and gas interests. Accordingly, any in- 
vestor owning more than 5 percent of the stock of the corporation 
can expect to encounter collapsible treatment upon the sale or ex- 
change of his stock. 

These examples, and many others that could be cited and described 
at length, illustrate rather clear cases where dealer-status will be 
ascribed directly to the corporation or imputed to it through the 
operation of the shareholder-reference rules. There are other situa- 
tions where, just as clearly, the oil and gas interest will be property 
used in the trade or business as described in section 1231(b), and 
so entitled to capital gain treatment. 

Unfortunately, however, the greatest number of situations are 
cases where the same taxpayer is buying and selling interests and 
investing in others.” It is hard enough to differentiate investment 
property from property held for sale where the issue is simply 
ordinary income or capital gain to an individual seller; in the con- 
text of the shareholder-reference rules it will probably be next to 
impossible for such persons to avoid dealer-status. Indeed, it can be 
anticipated that by reason of the prominent emphasis imparted to this 
aspect of the problem by subsection (e), the thin line that separates 
dealers-first, investors-second from investors-first, dealers-second will 
inch over in the direction of dealer-status. This tendency is already 
beginning to be felt in the field offices of the Internal Revenue Serv- 
ice, and it will undoubtedly gather impetus in the months ahead. 

The outlook under the 1958 limitations is further clouded where 
dealer-status is imputed to the corporation by reason of the activities 
of a shareholder who is not the taxpayer. The anti-disclosure pro- 
visions® would appear to pose some interesting questions, and may 
serve to some extent to deter the Government in the enforcement of 


79 Cf. Greene v. Commissioner, 141 F.2d 645 (5th Cir.), cert. denied, 323 U.S. 717 
(1944). 


80 Cone, § 7213. 
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section 341. However, in this area the practical situation confronting 
taxpayers and their counsel, already bad enough without subsection 
(e), has now become hopelessly bleak. If a shareholder is to be 
judged, not alone by the corporation he owns, but by the company 
he keeps, who knows, the collapsible problem may become a matter 
of private internal security, dealer-hunts, and investor-oaths! Un-in- 
vestor activities may become an object of loathing! 


V. CONCLUSION 


In many cases, interests in oil and gas properties, particularly 
operating interests, will qualify as section 1231 property. In these 
cases the 1958 amendments may prove of great benefit in avoiding 
collapsible tax treatment to shareholders on liquidation of the cor- 
poration or the sale or other disposition of the stock. In other cases, 
however, difficulties will be encountered due to surrounding activities 
of the corporation which throw doubt on the conclusion that the oil 
and gas interests held by the corporation would be considered sec- 
tion 1231 property to it. In the latter group of cases, of course, the 
1958 amendments will not have provided any relief. 


Likewise, in probably the great majority of cases in which the 
collapsible problem arises, it will be found that the 1958 amendments 
hold out little, if any, practical relief. The existence of the share- 
holder-reference rules in subsection (e) will prove to be an insuper- 
able obstacle in many of these cases. In the last analysis, the measure 
of relief offered by subsection (e) must be gauged according to the 
extent to which taxpayers and their counsel can proceed with assur- 
ance that the collapsible section is not applicable to their proposed 
transactions. The new exceptions turn upon questions that are pure- 
ly factual in character. Whether an asset constitutes a section 1231 
property, either in the hands of the corporation or in the hands of 
the shareholders, is a question of fact concerning which no ruling 
could be expected from the Internal Revenue Service in aid of a 
prospective transaction. The difficulty posed by this aspect of the 
subsection (e) limitations will be compounded in many cases by the 
circumstance that the character of the corporation’s properties may 
in the last analysis turn on the activities of a shareholder who may 
or may not be a participant in the proposed transaction and who may 
or may not be the taxpayer faced with the problem. 

Therefore, from a general standpoint it seems reasonable to con- 
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clude that the 1958 amendments do not offer any substantial relief 
from the application of the collapsible statute. Furthermore, such 
amendments tend to darken any reasonable chance that solely on 
the merits of the question oil and gas or mineral enterprises would be 
excluded from the application of section 341. Current developments 
in the collapsible problem tend to transcend the original considera- 
tions which prompted the statute, and if the philosophy evidenced 
by the 1958 amendments and the recommendations of the Advisory 
Group on Subchapter C of the 1954 Code offers any guide, the basic 
coverage of the statute will be considerably expanded. 





EDITORIAL NOTES 


COLLAPSIBLE CORPORATIONS: AN ANALYSIS OF THE 
PAST, PRESENT, AND PROPOSED COLLAPSIBLE 
CONCEPTS 


Irving Salem* 


I. INTRODUCTION 


In 1950, a complicated statutory provision was enacted to combat a 
tax avoidance device known as a “collapsible corporation.”! Basically, 
a collapsible corporation is a corporation utilized by its shareholders for 
the purpose of converting inherent ordinary income into capital gain. 
Usually, the collapsible corporation has assets, such as a subdivision of 
newly constructed houses, which would generate appreciable amounts 
of ordinary income in the ordinary course of its corporate life. How- 
ever, its shareholders are able to transform that potential ordinary income 
into capital gain by either liquidating the corporation, i.e., “collapsing 
it,” or by selling the corporate stock to third parties. The 1950 legisla- 
tion aborted this potential conversion by taxing gains on the sale or 
exchange of stock of a collapsible corporation at ordinary income rates. 

The chief reason for the introduction of the collapsible corporation 
provision was the “one-shot,” temporary corporation which successfully 
made this transformation.? Periodic amendments to the initial legislation 
have both expanded? and contracted‘ the collapsible area. The resulting 


* Staff Member, The George Washington Law Review; A.B., 1957, The George 
Washington University. 

1Int. Rev. Code of 1939, § a4 {: added by ch, 994, § 212, 64 Stat. 934 (1950) 
(now Int. Rev. Cope oF 1954, § 

2 Hearings on the Revenue anal of 1950 Before the House Committee on Ways 
and Means, 81st Cong., 2d Sess. 20, 70, 137-43 (1950); H. R. Rep. No, 2319, 8ist 
Cong., 2d Sess. 56-57, 96-99 (1950); S. Rep. No. 2375, 81st Cong., 2d Sess. 45-46, 
88-91 (1950). 

3 In 1951, ch. 521, § 326, 65 Stat. 502 extended the coverage to include ee 
used as a device for converting inventory profits into capital gains. See H. Rep. 
No. 586, 82d Cong., 1st Sess. 25 (1951). The 1954 Code added a new concept, Rs 341 
assets” (INT. Rev. Cope or 1954, § 341(b) (3)) 5. a presumption of collapsibility 
(Int. Rev. Cone or 1954, § 341(c) (1)) a change in the stock ownership limitation 
from 10 percent to 5 percent (INT. Rev. Cope or 1954, §$ 341(d)(1)); gains from 
distributions under INT. Rev. Cope oF 1954, § 301(c) (3) (A); ; and, prohibited collapsi- 
re oe from using $ 337. See S. Rep. No. 16 622, 83d Cong., 2d Sess. 260 

1954) 

4The Technical Amendments Act of 1958 added subsection (e) to Inr. Rev. Cope 
or 1954, § 341. The lengthy amendment provides an exception to collapsible treat- 
ment. See S. Rep. No. 1983, 85th Cong., 2d Sess. 31-35 (1958). 
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statutory scheme is an unintelligible labyrinth.® Its true scope is unknown. 
It has proven difficult to administer, and the courts have been unable to 
construe it consistently. 


The Advisory Group on Subchapter C,* convinced, along with many 
others, that the existing collapsible statute is unworkable,’ proposed® a 
basic revision, both mechanically and conceptually. The most important 
changes are: 


(1) the substitution of an objective, mathematical test of collapsibility 
for the present subjective test. Thus, if a corporation’s non-capital assets 
have significantly appreciated it would be classified as a collapsible.’ 
An intention to avoid taxes would be immaterial; 


(2) the splitting of the shareholder’s gain from the sale or exchange 
of a collapsible corporation’s stock into ordinary income and capital 
gain.’* Present law taxes the entire gain as ordinary; 


(3) the exclusion of section 1231(b) assets (generally real and de- 
preciable property used in the corporation’s trade or business, such as 
land and buildings) and all capital assets from the category of collapsible 
property." In some instances, present law includes such property in 
the collapsible asset category." 


5 For articles seeking to explain $ 341’s maze see: DeWind and Anthoine, Collapsi- 
ble Corporations, 56 Cotum. L. Rev. 475 (1956) ; MacLean, Collapsible Corporations— 
The Statute and Regulations, 67 Harv. L. Rev. 55 (1953) ; Axelrad, Tax Advantages 
and Pitfalls in Collapsible Corporations and Partnerships, 34 Taxes 841 (1956); 
Donaldson, Collapsible Corporations, 36 Taxes 777 (1958). 

6 The Advisory Group was appointed on November 28, 1956 to assist the House 
Committee on Ways and Means in its study of subchapter C of the 1954 Code. The 
first report of the Advisory Group was published on December 24, 1957. A revised 
report was prepared and was published on December 11, 1958. The later report is 
the subject matter of this paper. 


7 Among those advocating an abandonment or change of the present statutory 
scheme are the: (1) American Bar Association (ABA Section oF TAXATION, 
LEGISLATIVE RECOMMENDATIONS ADOPTED AT ANNUAL MEETING IN 1959 3-5 (1959)); 
(2) American Law Institute (ALI Income Tax ProseMs oF CoRPORATIONS AND 
SHAREHOLDERS 156-259 (Oct. 1958 Draft)); (3) Treasury Department (Hearings— 
Advisory Group Recommendations on Subchapters C, J, and K of the Internal 
Revenue Code Before the House Committee on Ways and Means, 86th Cong., Ist 
Sess. 619 (1959) ). 


8 The collapsible proposals appear as $ 343 of H. R. 4459, 86th Cong., Ist Sess. 
(1959). Hereinafter this will be referred to as the Advisory Bill. The Apvisory Group 
ON SUBCHAPTER C OF THE INTERNAL REVENUE Cope or 1954, Revisep REPORT ON 
CorPoraATE DISTRIBUTIONS AND ADJUSTMENTS TO ACCOMPANY SUBCHAPTER C ApvIsory 
Group ProposEp AMENDMENTS, AS ReEvIseD 29-48 (1958), which accompanies the 
Advisory Bill will hereinafter be referred to as the Apvisory Report. 

% Apvisory Report 35. 

10 Apvisory Report 42; Advisory Bill § 343 (e) (2). 

11 Apvisory Report 41. 

12 Apvisory Report 35; Advisory Bill § 343(a). 

13 Apvisory Report 43-48. 

14 Int. Rev. Cope or 1954, § 341(b). 
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These changes alleviate many inequities at both the tax paying’® and 

tax collecting level.1* However, it is clear that the proposal transcends 
all present notions of the scope of collapsible corporations. No longer 
must the corporation be a closely-held, tax avoiding sham;1* the objective 
test potentially can treat every corporation as a collapsible. Given a 
significant appreciation in non-capital assets, gains derived from stock 
sales or exchanges will continue to be classified as non-capital, at least 
in part. 
Pris solution to the collapsible corporation problem has broad impli- 
cations. According to the Advisory Group, shareholders and their corpo- 
rations would no longer have to be “tax avoiders” to convert ordinary 
income into capital gain. However, if the unwary can make this con- 
version by selling a share of stock, the epitome of a capital asset,’® 
something must be fundamentally wrong with our ordinary income- 
capital gain dichotomy. In substance, the Advisory Group’s proposal 
implies that the real “evil” is not the historical collapsible corporation 
as we know it, but an inept capital asset definition. 

The purpose of this editorial note will be to: (1) develop and com- 
pare the historical, judicial and proposed collapsible concepts; (2) test 
the broad implications of the Advisory Group’s proposal against some 


fundamental tax precepts, i.e., the separability of a corporation and its 
shareholders, and stock as a capital asset. 


Il. Lecistative History AND STATUTORY DEVELOPMENT 


A. The Historical Collapsible Concept 


In view of the ease with which taxes could be avoided by the device 
of organizing and liquidating a corporation, it is startling that corrective: 
legislation was not provided until 1950.1® 


15 E.g., present law (§ 341) includes § 1231(b) assets as collapsible assets. How- 
ever, a sale of § 1231(b) assets normally generates capital gain. By classifying prop- 
erty as collapsible only if the sale of the property would produce ordinary income, 
potential capital gain cannot be converted into ordinary income. 

16 The new section would operate entirely by objective mathematical tests and 
would not depend for its application upon the subjective intention of the share- 
holders. Ostensibly the objective criteria are designed to ease the administrative load 
in applying the section. See Apvisory Report 42. But see note 92 infra. 

17 See Hearings on the Revenue Revision of 1950 Before the House Committee on 
Ways and Means, 81st Cong., 2d Sess. 139-40 (1950). 


18 The sale of stock accounts for the great majority of the reported capital gains 
and losses. See Tax Apvisory STAFF OF THE TREASURY DEPARTMENT, FEDERAL 


IncoME TAX TREATMENT OF CAPITAL GAINS AND LosseEsS—A Treasury Tax Stupy 
1 (1951). 


19 At the time of the hearings in 1950 on proposed legislation to cover the 
loophole that had been discovered, there were over 100 cases being examined by the 
Bureau of Internal Revenue. Hearings on the Revenue Revision of 1950 Before 
the House Committee on Ways and Means, 81st Cong., 2d Sess. 70-71 (1950). 
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A typical situation might develop in this manner: A producer, an actor 
and a writer, interested in producing a particular movie, would organize 
a corporation which would become the technical legal entity producing 
the movie. During production the incorporators would probably draw 
only a nominal salary. Upon completion of the movie, when all exhi- 
bition contracts were signed, and before any income was received at the 
corporate level, the corporation would liquidate and distribute to each 
stockholder the rights to his ratable share of the exhibition contracts. 
The recipient shareholders would be taxed at capital gain rates on the 
gain measured by the market value of the distribution contracts in excess 
of the basis of their stock.” Proceeds from the distribution of the picture 
would be treated as a return of capital to the extent of the shareholder’s 
new stepped-up basis. If the value of the assets had been accurately de- 
termined, there would be no further tax on the proceeds.”! On the other 
hand, had the corporation not liquidated but remained active to receive 
the movie receipts, it would have been taxable at ordinary corporate 
rates.22 Further, a distribution of the proceeds to the shareholders would 
have resulted in taxing the movie receipts a second time at ordinary 
rates, this time as a dividend at the shareholder level.” 


In addition to the motion picture industry, the collapsible corporation 
technique was also utilized in the construction trade by contractors who 


used corporations to construct residential houses for sale and then liqui- 
dated the corporations and sold the houses as individuals.** Thus tax- 


20 Capital gain treatment on complete liquidation stems from the fact that liquida- 
tions are treated as sales or exchanges of stock, Int. Rev. Cope or 1954, § 331. The 
same is true of partial liquidations (§ 346) and stock redemptions (§ 302(a)). 
For various factual and procedural variations of the collapsible device employed 
in the entertainment industry, see the following: Pat O’Brien, 25 T.C. 376 (1955); 
Herbert v. Riddell, 103 F. Supp. 369 (S.D. Cal. 1952) ; Commissioner v. Laughton, 
113 F.2d 103 (9th Cir. 1940). 


21 Proceeds received in excess of those estimated were taxed at ordinary income 
rates. Pat O’Brien, 25 T.C. 376, 385 (1955). The court distinguished Commissioner 
v. Carter, 170 F.2d 911 (2d Cir. 1948) and Westover v. Smith, 173 F.2d 90 (9th 
Cir. 1949) which held that the dissolution of a corporation was not a closed transac- 
tion for tax purposes with respect to assets which had no fair market value. The 
distributed film rights had a readily ascertainable fair market value at the time 
the corporation dissolved. 


22 It was recognized that complete liquidations were not the only way a tax at the 
corporate level on potential ordinary gain could be escaped. The committee reports 
noted that a sale of the corporate stock to outside interests or a property distribu- 
tion without liquidation at a time when the corporation had no earnings and profits 
would also result in a conversion of ordinary income into capital gain if the stock sale 
or property distribution occurred soon after the production or construction. See H. R. 
Rep. No. 2319, 81st Cong., 2d Sess. 97 (1950). See Glickman v. Commissioner, 256 
F.2d 108 (2d Cir. 1958). 

23 Int. Rev. Cope or 1954, § 61(a). If the corporation liquidated after receiving 
the income from the movie the shareholder would have to pay a capital gain tax. 
Thus, the minimum effective tax rate of 471% percent has been reduced to 25 percent 
through the collapsible device. 


24H. R. Rep. No. 2319, note 22 supra, at 57. 
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payers, by following the letter of the law,* untainted by fraud or artifice, 
successfully avoided taxes.?¢ 

Based on the abuses the Treasury sought to stop, the original collapsible 
corporation concept was easily formulated. The gravamen of the col- 
lapsible device was the utilization of a corporation to transact the busi- 
ness up to the point in time where the ordinary business profits were 
about to be realized by the corporation.27 At that moment, the liquida- 
tion procedure of the revenue laws would be utilized to permanently 
withdraw ordinary income from the tax base. In this manner the govern- 
ment’s revenue was suffering an irretrievable loss of substantial amounts 
of ordinary income tax. 

But obviously, the Treasury was being denied a quid pro quo. The 
consideration for permitting shareholders to extract corporate profits 
from a corporation at capital gain rates is that the corporation pay one 
ordinary income tax on the profit.2* The liquidation procedure was not 
designed to cope with corporate shells which paid no tax.2° Consequently, 
in the light of the revenue law in toto, the collapsible corporation was a 
sham.*® It was an ad hoc corporation—its special purpose was tax avoid- 
ance.*! If left unrestricted it threatened to pervert the ordinary income 
—capital gain dichotomy. 


25 There is little doubt of “The legal right of a taxpayer to decrease the amount 
of what otherwise would be his taxes, or altogether avoid them, by means of which 
the law permits ... .” Gregory v. Helvering, 293 U.S. 465, 469 (1935). The central 
authority for this oft-repeated phrase is United States v. Isham, 84 U.S. 496 (1873). 
There the Supreme Court determined that a taxpayer may legally and honorably take 
means to minimize his taxes. 84 U.S. at 506. 

26 Prior to the 1950 legislation the Commissioner unsuccessfully tried to combat 
the collapsible corporation by use of several common law theories: (1) The arrange- 
ment was a mere anticipatory assignment of income of the Lucas v. Earl, 281 U.S. 
111 (1930) and Helvering v. Horst, 311 U.S. 112 (1940) class. See Pat O’Brien, 
25 T.C. 376, 384 (1955). (2) The corporation was a sham, much like the corporation 
in Gregory v. Helvering, 293 U.S. 465 (1935), and that its only purpose was to serve 
as a mere conduit. See Herbert v. Riddell, 103 F. Supp. 369 (S.D. Cal. 1952). (3) 
The gain was additional compensation to the extent that services were rendered to 
the corporation for inadequate consideration. See Commissioner v, Gross, 236 F.2d 
612, 618 (2d Cir. 1956). (4) The gain was taxable income to the corporation under 
the “Court Holding Co.” doctrine because it negotiated the sale of the assets. See 
Frank E. Gilman, 14 T. C. 833, 841 (1950). 


_ 27“Tt is the fact that these corporations are designed specifically to receive no 
income, and the procedure is such that they receive no income. The purpose for 
which they are created to produce a product for trade, to produce a motion picture, 
that process is ordinarily truncated at the point where there would be some income 
to = corporation so as to avoid the corporate tax.” See Hearings note 19 supra, 
at . 

28 But cf. Int. Rev. Cope or 1954, § 333, which taxes accumulated earnings at 
ordinary income rates in this special one month liquidation. 

29 Hearings note 19 supra, at 139. 


30 It was not a sham of the Gregory v. Helvering, note 26 supra type, for, not only 
was its form perfect, but it also performed numerous everyday business functions. 

31“The effect of it would be to view the corporation device here as a mere sham, 
organized not for the purpose of carrying on business, but only for the particular 
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B. The Statutory Scheme Adopted to Cope with Collapsible Corpora- 
tions 


In asking Congress for statutory assistance to cope with the collapsible 
corporation, the Treasury insisted on retaining the existing corporate 
stock transaction rules.*? Thus, Congress was given the monumental 


task of segregating collapsibles and non-collapsibles via a definitional 
approach. 


With two exceptions, the definition given in 1950 remains intact. A 
collapsible corporation is defined subjectively as one: 


[F]ormed or availed of principally for the manufacture, construc- 
tion, or production of property, for the purchase of property** 
which (in the hands of the corporation) is property described in 
paragraph (3),** or for the holding of stock in a corporation so 
formed or availed of, with a view to— (A) The sale or exchange 
of stock by its shareholders (whether in liquidation or otherwise), 
or a distribution to its shareholders, before the realization by the 
corporation manufacturing, constructing, producing or purchasing 
the property of a substantial part of the taxable income to be de- 
rived from such property, and (B) The realization by such share- 
holders of gain attributable to such property.* 


Even if this definition applies, compliance with any one of the three 
following limitations renders the statute inapplicable: (1) the share- 
holder owns 5 percent or less of the outstanding stock;* (2) less than 


purpose of carrying out what we would characterize as tax avoidance.” Hearings 
note 19 supra, at 140. It is clear that, without corrective legislation, despite the 
fact that the corporation’s sole motive is tax avoidance, the corporate entity cannot 
be disregarded if the corporation performs normal business functions. Compare 
Herbert v. Riddell, 103 F. Supp. 369 (S.D. Cal. 1952) and cases cited therein, with 
S. Nicholas Jacobs, 21 T.C. 165 (1953). 


32 Hearings note 19 supra, at 139-40. 


83 The 1951 Amendment, ch. 521, 65 Stat. 502 added the language “for the purchase 
of property”. The reason for its addition was to forestall the use of collapsible 
corporations “for converting inventory profits into capital gains”. At the time of 
the amendment this inventory profit conversion was extensively used in the whisky 
industry. The whisky was transferred to a new or dormant corporation, the corporate 
stock then was sold to the prospective purchaser who proceeded to liquidate the cor- 
poration. S. Rep. No. 781, 82d Cong., Ist Sess. 33 (1951). 


34 The “property described in paragraph (3)” is known as “section 341 assets.” 
The phrase was added by the 1954 Code. It includes inventory, unrealized receivables 
or property described in § 1231(b) that is not used in connection with the manu- 
facture, construction, production or sale of inventory. “Section 341 assets” serves two 
functions: (1) it contains a list of assets which, if purchased, may lead to collapsible 
treatment; (2) it defines those assets that are used in applying the presumption of 
§ 341(c). Here the category includes assets manufactured, constructed or produced, 
as well as purchased assets. 

35 Int. Rev. Cove or 1954, § 341(b). 


36 Int. Rev. Cope or 1954, § 341(d) (1). The 1950 legislation exempted less than 10 
percent shareholders. The 1954 Code reduced the percentage. In determining the 
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70 percent of the recognized gain on the sale or exchange of stock is 
attributable to the property manufactured, constructed, produced or 
purchased;*7 and (3) the gain on the sale or exchange of stock is realized 
more than three years after the completion of manufacture, construction, 
production or purchase.** 

In 1958, the Technical Amendments Act created another avenue for 
avoiding collapsible status.*® Its purpose was to avoid the paradoxical 
result that the collapsible corporation statute was converting potential 
capital gain into ordinary income. Under section 341, gain from the 
sale or exchange of stock of a collapsible corporation is gain from the sale 
or exchange of property which is not a capital asset.*? 


percentage of stock owned, the constructive ownership rule of § 544(a) (relating 
to personal holding companies) applies. The stated purpose of limiting the provisions 
to shareholders who owned a significant portion of the corporation’s stock was: “to 
insure that the provision will only be applicable to a shareholder who by virtue of 
his stock ownership can be presumed to be an interested party to the project... .” 
H. R. Rep. No. 2319, 81st Cong., 2d Sess. 98 (1950). ; 

37 Int, Rev. Cope or 1954, § 341(d)(2). The stated purpose for this exclusion 
was: “to insure that the application of the subsection will be limited to those cor- 
porations where the relationship between the gain realized and the property manu- 
factured, constructed, or produced is substantial.” H. R. Rep. No. 2319, 8ist Cong., 
2d Sess. 98 (1950). For a detailed discussion of the numerous problems it engenders 
see _ Recent Developments in Collapsible Corporations, 36 Taxes 893, 902-04 
(1958). 

38 Int. Rev. Cope or 1954, § 341(d) (3). This limitation is said to be an “arbitrary 
time limit”. H. R. Rep. No. 2319, 81st Cong., 2d Sess. 99 (1950). The implication 
is that it is a recognition of the type of abuse at which the legislation was directed, 
the temporary, “one-shot” corporation. 

39 Int. Rev. Cope or 1954, § 341(e). In substance the lengthy amendment provides 
an exception to collapsible treatment where the net unrealized appreciation in sub- 
section (e) assets is less than 15 percent of the corporation’s net worth. In general, 
subsection (e) assets include those whose sale by a corporation or a person who 
holds more than 20 percent of the corporation’s outstanding stock would produce 
ordinary income. An example of the new section’s applicability would be: 

Assume the X corporation had the following assets : 
Basis Fair Market Value 

Cash 100 100 

Land and Buildings 

used in business 50 75 
Inventory 100 125 
Liabilities 50 50 
The percentage increase in the fair market value of subsection (e) assets over the 
corporation’s net worth is 10 percent (25/250), and the corporation is not collapsible. 
If, by the shareholder reference rules, a sale of the building by a more than 20 
percent shareholder would produce ordinary income in his hands due to his dealer 
status, the unrealized appreciation of the buildings would be included. The percentage 
increase would be 20 percent (50/250) and the section would be inapplicable, thus 
throwing the corporation back into § 341(b)’s test of collapsibility. Section 341(e) 
(11) provides that if the requirements of (e) are not met no inferences are to be 
drawn. Any detailed discussion of the amendment would be superfluous in view of 
the fact that the new section draws so heavily from the Advisory Group’s recom- 
mendations. See the following articles for a detailed analysis of the new subsection: 
Anthoine, Federal Tax Legislation of 1958: The Corporate Election and Collapsible 
Amendment, 58 Cotum. L. Rev. 1146, 1175-1195 (1958); Modrall, Collapsible Cor- 
porations and Subsection (e), 37 Taxes 895 (1959). 

40 See S. Rep. No. 1983, 85th Cong., 2d Sess. 31-35 (1958). 

41Int. Rev. Cope or 1954, § 341(a). Despite the fact that avoidance of the cor- 
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Ill. THe Jupiciat INTERPRETATION OF THE COLLAPSIBLE CONCEPT 


While there are other ramifications to the statutory scheme,* the 
heart of the statute lies in the definition. By defining a collapsible corpora- 
tion as one formed or availed of with a view to a distribution before the 
realization of a substantial part of the income to be derived, Congress 
was obviously trying to depict the tax-avoiding corporation that was 
abusing the liquidation rules.** Most of the litigation has centered around 
the proper interpretation of this definition.** 


porate tax by the collapsible technique was the vice with which the Treasury was 
most concerned, the statute seeks to exact a tax at the shareholder level. Consistency 
should have dictated a statute that taxed the income as ordinary income at corporate 
rates and a shareholder-level tax on the distributed profits. The reason for the 
single stockholder-level tax might be the possible inequity of this double tax where a 
sale of stock to outsiders in lieu of liquidation has caused the conversion. 


42 Three ramifications of § 341 are worthy of special mention. They are: (1) The 
presumption of collapsibility added by the 1954 Code, § 341(c). Thus, a corporation 
shall be deemed a collapsible if the market value of its § 341 assets is 50 percent or 
more of the fair market value of its total assets, and 120 percent or more of the 
adjusted basis of its § 341 assets. (2) Section 337, the one year liquidation provision, 
was made inapplicable to collapsible corporations by the 1954 Code. For a discussion 
of some of the peculiarities of § 341’s relation to § 337 see Axelrad, Recent Develop- 
ments in Collapsible Corporations, 36 Taxes 893, 901 (1958) and Rev. Rul. 241, 
1958-1 Cum. But, 179. (3) Section 301 (c) (3) (A) distributions from a collapsible 
corporation are taxed as ordinary income. This also was added by the 1954 Code and 
represents a codification of Treas. Reg. § 1.341-5(d) Example (1) (1956). The 
example in the Regulations pertains to the excess mortgage distribution problem. 
Comparison should be made with § 312(j) also enacted into law in 1954. Section 
312(j) provides that if a corporation distributes excess mortgage moneys insured by 
the United States, the corporation’s earnings and profits are to be increased by the 
excess. The result is that the money received by the shareholders will constitute a 
taxable dividend. Therefore, where § 312(j) applies, the entire amount of the distribu- 
tion will be dividend income, while only the amount of the distribution which exceeds 
the basis of the shareholders’ stock will be income under § 341. Also under § 341 the 
income is ordinary, not dividend income as in § 312(j). 

43 H. R. Rep. No. 2319, 81st Cong., 2d Sess. 97 (1950). 

The corporation, furthermore, has been so defined as to describe corporations 
different in kind from those which ordinarily liquidate following normal business 
operations. This objective has been specifically strengthened by the statement ... 
to the effect that the sale or exchange or the distribution be made prior to the 
realization by the corporation of a substantial part of the net income to be 
derived from the property. 

44 To date 24 cases have been decided under § 341 or its predecessor § 117(m). 
Only five have held for the taxpayer, and two of these have been overruled in effect 
because of procedural grounds which would no longer be pertinent. W. H. Weaver, 
25 T.C. 1067 (1956) ; Thomas Wilson, 25 T.C. 1058 (1956). The taxpayers prevailed 
in James B. Kelley, 32 T. C. 135 (1959), Levenson vy. United States, 157 F.Supp. 
244 (N.D. Ala. 1957), and Ivey v. U.S., CCH 1960 Sranp Fep. Tax Rep. (1960-1 
U.S. Tax Cas.) § 9322 (N.D. Ga. Feb. 3, 1960). The cases resulting in collapsible 
treatment are: Burge v. Commissioner, 253 F.2d 765 (4th Cir. 1958); Glickman v. 
Commissioner, 256 F.2d 108 (2d Cir. 1958) ; Payne v. Commissioner, 268 F.2d 617 
(Sth Cir. 1959) ; Sorin v. Commissioner, 271 F. 2d 741 (2d Cir. 1959); August v. 
Commissioner, 267 F.2d 829 (3d Cir. 1959); Abbott v. Commissioner, 258 F.2d 537 
(3d Cir. 1958) ; Weil v. Commissioner, 252 F.2d 805 (2d Cir. 1958); Rose Sidney, 
3% T.C. 1155 (1958) ; Carl B. Rechner, 30 T.C. 186 (1958) ; Max Mintz, 32 T.C. 723 
(1959) ; C.D. Spangler, 32 T.C. 782 (1959) ; W.H. Weaver, 32 T.C. 411 (1959) ; R.A. 
Bryan, 32 T.C. 104 (1959); Lewis S. Jacobson, 32 T.C. No. 77 (July 14, 1959); 
Erwin Gerber, 32 T.C. No. 115 (Sept. 18, 1959) ; Ellsworth J. Sterner, 32 T.C. No. 
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AN ANALYSIS OF COLLAPSIBLE CORPORATIONS 


A. The Longevity of the Corporation 


The courts quickly determined that the appellation “collapsible corpora- 
tion” given for this concept was a misnomer. Even though the discussions 
of the proposed sections contained frequent reference to temporary 
corporations,** the courts have unanimously held that short corporate 
life is not a prerequisite to collapsible treatment under the express statu- 
tory language.*® The statute taxes gains from the sale or exchange of 
stock whether in liquidation or otherwise.*7 


B. The Requisite View 


The subjective intent written into the definition has been the most 
widely litigated issue. Although the statute does not indicate when the 
specific intent as to the sale or distribution must arise, the regulations 
state that the requisite intent must exist before completion of construc- 
tion.*® Thus, if the sale or distribution is attributable solely to circum- 
stances which arise after construction, production, or purchase the cor- 
porate shareholders will not have had the requisite intent.*® This interpre- 
tation is somewhat attenuated because the regulations hold that the 
statute is satisfied if the proscribed action was contemplated uncondi- 
tionally, conditionally, or as a recognized possibility. 

However, taxpayers have been unable to satisfy the Tax Court that 
their actions were motivated by post-construction considerations despite 
varied fact patterns. 


In order to prove a post construction motive taxpayers have unavail- 
ingly testified to the following:* 


106, (Aug. 28, 1959) ; 688 East Avenue v. United States, CCH 1960 Stanp. Fep. Tax 
Rep, (59-2 U.S. Tax Cas.) 4 9704 (W.D.N.Y. June 26, 1959); Butler v. Patterson, 
148 F. Supp. 197 (N.D. Ala. 1957); David Bass, P-H Tax Cr. Rep. & Mem. Dec. 
q 59,003 (1959). 

45 Hearings note 19 supra, at 70, 139-40. 

46 See, e.g., Glickman v. Commissioner, 256 F.2d 108, 110 (2d Cir. 1958). In support 
of this position the court in Burge v. Commissioner said that if Congress has made 
a choice of language which fairly brings a given situation within a statute, it is un- 
important that the particular application may not have been contemplated by the 
legislation. 253 F. 2d 765; 769 (4th Cir. 1958). 

47 Int. Rev. Cope or 1954, § 341(b) (1) (A). 

48 Treas. Reg. § 1.341-2 (1955). 

49 Ibid. In Rev. Rul. 575, 1957-2, Cum. Butt. 236, a corporation under the Wherry 
Act completed construction in 1956. Later, the Housing Act of 1956 was passed. The 
ruling held that since the motive for selling the houses was the Housing Act, the 
intent could not have existed during construction, and the corporation was not 
collapsible. 

5 Treas. Reg. § 1.341-2(a) (2) (1955). 

51 All of the cases cited in notes 52-57 infra and the bulk of the collapsible cases 
have involved a basic pattern. The corporation would obtain an FHA loan under 
$ 608 of Title VI of the National Housing Act, 56 Stat. 303 (1942), 12 U.S.C. § 1743 
(1958). The § 608 program, an emergency housing program, authorized the insurance 
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(1) The corporate stock was sold to avoid undesirable competion, to 
secure Common equipment and janitor service and to avoid management 
problems.®? 


(2) There was no discussion of a stock redemption until the need for 
working funds in another project became urgent one year after com- 
pletion of construction.** 


(3) It was impossible to know that the corporation would have 
mortgage proceeds in excess of costs of construction until all the work 
was completed because of strike possibilities, uncertain piling costs, ad- 
vertising and vacancy costs.* 


(4) The stock was sold because of a fear that a proposed FHA project 
in the area would affect the corporation’s future profitability.* 


(5) The sale of stock resulted solely from the discovery of a previously 
unknown and unanticipated defect (a crack) in one of the apartment 


buildings, which made the taxpayers fearful of the future security of 
their investment.5® 


of mortgages up to 90 percent of the “reasonable replacement cost” or as later 
amended “necessary current cost,” of the project. For various reasons the mortgage 
proceeds always exceeded the cost of construction. In lieu of paying off the existing 
mortgage obligation, the funds were distributed through stock redemptions or § 301 
(c) (3) (A) “dividends ;” either route resulting in capital gains. Sometimes the stock 
of the corporation was sold to a third party. The Commissioner lost a test case 
involving a cash distribution, Commissioner v. Gross, 236 F.2d 612 (2d Cir. 1956). 
However, this case arose before the effective date of the collapsible corporation pro- 
visions. The Commissioner then turned to § 117(m) and won all such cases. The 
court’s refusal to believe that the taxpayer did not have the requisite intention is 
bottomed on the premise that the § 608 builder’s ability and experience gave him a 
rather definite idea that sometime during construction the proceeds would exceed the 
costs. 

Aside from a number of legal arguments, § 608 taxpayers have sought relief on two 
equitable grounds: (1) The § 608 builder had no choice in selecting the taxable 
entity. The § 608 regulations provided that, “In all cases where the insured mortgage 
is in excess of $200,000 the mortgagor must be a corporation or a trust.” 13 Fed. Reg. 
2195 (1948). (2) The Treasury Department originally interpreted § 117(m) as not 
being applicable to the cash distributions. In an unpublished ruling that received great 
notoriety, the Shirley-Duke Apartments, Section II, Inc., in November of 1950 was 
informed that the excess FHA mortgage moneys were not taxable under § 117(m). 
S. Rep. No. 1, 84th Cong., 2d Sess. 62 (1955). Most of the distributions occurred be- 
tween 1950-1952. Since the Commissioner’s Regulations for § 117(m) were issued 
tardily on March 26, 1953 (T.D. 5999, 1953-1 Cum. Buti. 187), this ruling (and 
another similar to it) was the only criteria § 608 taxpayers had insofar as the 
Commissioner’s interpretation of the scope of § 117(m). As is evident, the Com- 
missioner changed his mind as to § 117(m)’s applicability. The courts in dealing 
with this windfall problem seem to be paying little attention to the admonition given 
by the court in the Gross case that “the question of the propriety or impropriety 
of the distributions is not raised in these proceedings . . . .” George M. Gross, 23 T.C. 
756, 767 (1955), aff'd, Commissioner v. Gross, supra. 

52 Carl B. Rechner, 30 T:C. 186, 194 (1958). 

53 Elizabeth August, 30 T.C. 969, 978 (1958). 

54 Rose Sidney, 30 T.C. 1155, 1163-65 (1958). 

55 Arthur Glickman, 16 CCH Tax Ct. Mem. 532 (1957). 


56 Lewis S. Jacobson, 32 T.C. No. 77 (July 14, 1959). 
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(6) The stock was sold because of the strained relations among the 
shareholders.** 


Even if a taxpayer is able to convince the Tax Court of his post con- 
struction intent,°* his success on appeal is dubious. The Second and 
Fourth Circuits have held that post construction motives are irrelevant in 
determining whether a corporation is collapsible.*° These Circuits take 
the position that the regulations represent too narrow an interpretation 
of the statute. Thus, an intent to sell or make a distribution for the 
proscribed purposes at any time during the corporate existence will suffice. 

This interpretation conflicts with the actual language of the statute. 
It destroys the usefulness of such phrases as “formed or availed of” and 
“with a view to.” How can one “construct property with a view to a 
distribution” if the “view” arose after the property was constructed? 
If the draftsmen truly intended to apply section 341 based on the tax- 


payer’s intentions on the sale or liquidation date, they could easily have 
said so. 


C. The Realization of a Substantial Part 


On the basis of the legislative history, the determination of when a 
substantial part of income is derived is the crucial factor in ascertaining 


57 Max Mintz, 32 T.C. 723, 740 (1959). 


58 The taxpayer has actually been able to convince one Tax Court Judge of his 
post construction motive. In Charles J. Riley, an FHA apartment project was con- 
structed under a corporate form, Manning Gardens, Inc. The entire project was 
actually completed on or about December 31, 1951. In June, 1953, Riley, the sole 
stockholder, sold his stock. The corporation had not realized a substantial part of 
the income to be realized from the project. However, this is to be expected from 
a new apartment project which has high initial depreciation charge-offs, Judge Kern 
found that the corporation was not collapsible since the stock sale was attributable 
solely to circumstances which arose after the construction within the purview of the 
regulations. Riley’s testimony had not only been uncontroverted, but it was cor- 
roborated by the testimony of disinterested witnesses, a real estate broker who had 
tried unsuccessfully to interest the taxpayer in selling the property prior to 1953, 
and a doctor who advised the taxpayer to change the form of his business activity. 
Unfortunately, this decision, originally promulgated as 33 T. C. No. 69 (Dec. 31, 
1959), has been withdrawn for review by the full court. It seems that, considering the 
original collapsible concept, the decision when repromulgated should again come out 
for the taxpayer. Since the corporation continued to operate and presumably will 
earn the potential income, taxing Riley’s gain at capital rates could not result in an 
irretrievable loss of ordinary income. Moreover, the fact that Riley could have realized 
almost as large a profit if he had waited three years sharply points out the fallacy 
of thinking Congress intended to apply the collapsible provisions to his stock sale. 
Unlike motion pictures, and other products or property which have a relatively short 
and concentrated income producing life, the large rental housing project produces 
income over a very lengthy period of time. Thus, if the rental housing corporation was 
intended to be covered by $ 341, Congress seriously erred in adopting the three year 
exception. 

5® Burge v. Commissioner, 253 F.2d 765, 769 (4th Cir. 1958), Glickman v. Com- 
missioner, 256 F.2d 108, 111 (2d Cir. 1958). But cf. Payne v. Commissioner, 268 F.2d 
617, 620 (5th Cir. 1959) which noted that a respectable argument in support of the 
regulations can be made. 
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collapsible status. Once a corporation has paid a tax on the property it 
has constructed, purchased, or produced, the corporation can no longer 
be said to be a sham, and the usual capital gain treatment for sales or 
exchanges of its stock should be available. 

Unfortunately, even though a decade has passed since the enactment 
of the collapsible corporation amendent, no tax counsellor can venture 
an accurate guess as to what represents a substantial part of the taxable 
income to be derived from the property. The problem is magnified be- 
cause the Internal Revenue Service refuses to rule on this issue. 

Two major problems are unsolved. The percentage represented by 
“substantial” is unknown. The statute and regulations offer no help. 
Whereas a 51.37 percent and a 33.3 percent® realization have been 
held substantial, a 10.84 percent® realization has been held insubstantial. 

The second and more difficult problem is whether the “substantial 
part” refers to realized income or unrealized income at the dissolution or 
sale date. 

The Tax Court in James B. Kelley® held that only the realized portion 
need be substantial. This holding has support in the plain language of 
the statute. Section 341 specifically refers to realization of a substantial 
part by the corporation. If the corporation is liquidated, there can be no 
realization of the unrealized portion by the corporation. The court also 
held that there may be two (or more) substantial parts of a whole, and 
a finding that the unrealized part of the net income is substantial does not 
preclude a finding that the realized part of such net income is sub- 
stantial.* 

The Third Circuit takes the opposite view. In Abbott v. Commis- 
sioner, the court, in dictum, said that the true test was whether a sub- 
stantial amount remained to be realized by the corporation. In effect, 
the 66.7 percent unrealized income in James B. Kelley would be construed 
as a substantial part of the income to be realized, and the corporation 
would be a collapsible. The Abbott case may be based on a reluctance 
of the Third Circuit to impute to Congress an intent to permit a con- 


60 Levenson v. United States, 157 F.Supp. 244 (D.C. Ala. 1957). The Court said 
it was giving the word its ordinarily accepted meaning and found that it is incon- 
ceivable that the realization of more than 50 percent of the net income from the 
property should not be regarded as substantial. 157 F.Supp. at 250-251. 

61 James B. Kelley, 32 T.C. 135 (1959). The majority of the court held the 
Commissioner’s argument that “substantial part” was equivalent with “substantially 
all” was untenable. 32 T.C. at 147, 148. Instead the dictionary meaning of “sub- 
stantial” was used as the test. 32 T.C. at 152. But note that five judges dissented. 
The dissent said that a 50 percent realization “might well be the smallest .. .” 
acceptable substantial part. 32 T.C. at 154. 

62 Abbott v. Commissioner, 258 F.2d 537 (3d Cir. 1958). 

63 32 T.C. 135 (1959). 

64 Td. at 148. 


65 258 F.2d 537, 542 (3d Cir. 1958). 
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version of ordinary income into capital gain merely because some 
ordinary income tax has been paid.% 


D. Comparison of the Judicial and Historical Collapsible Concepts 


Aside from the three issues already discussed, there are other definitional 
issues which have always been resolved in the Commissioner’s favor. The 
issues include questions as to the scope and meaning of “construction,” ® 
whether “principally” modifies “construction, etc.” or “with a view to,” ® 
and the degree of “completion” required.” 

The result is that the subjective definitional approach designed to dis- 
tinguish between sham corporations and normal bona fide corporations 
is breaking down. The subjective test is being judicially replaced by an 
objective test.”° The objective test is whether on the date of the sale or 


exchange of stock the corporation holds appreciated property recently 
purchased or constructed. 


The Kelley case alone gives vitality to the historical concept. Since 
the corporation did realize what the Tax Court considered a substantial 
part of the income to be derived from the property, the corporation 
could not be considered an ad hoc corporation. The fact that certain 
amounts of ordinary income were to be converted into capital gain was 
an irrelevant consideration in applying the statute. 


6 A similar theory is used by the dissenting opinion in the Kelley case. 32 T.C. 
135, 154 (1959). 
67 Consistent with the judicial atmosphere, “construction” is given its broadest 
sible scope. In Abbott v. Commissioner, 258 F.2d 537 (3d Cir. 1959) and 
Iisworth J. Sterner, 32 T.C. No. 106 (Aug. 28, 1959), the mere application for 
rezoning, FHA loans, and similar preliminary steps were held tantamount to “con- 
struction”. Rev. Rul. 346, 1957-2, Cum. Butt. 236, held that drilling and equipping 


oil wells comes within the purview of “construction”. See also Rev. Rul. 137, 1956-1 
Cum. Butt. 178. 


68 All the cases have determined that “principally” modifies manufacture, construc- 
tion, production or purchase, rather than “with a view to”. See, eg., Burge v. 
Commissioner, 253 F.2d 765, 768 (4th Cir. 1958), where the court said that the 
argument that the word “principally” in the statute should modify “view” and not 
“for the manufacture, etc.” is “without support of any rule of law or grammar with 
which we are familiar”. See MacLean, Collapsible Corporations—The Statute and 
Regulations, 67 Harv. L. Rev. 55, 58-60 (1953). 


69 The date construction is completed is important in two contexts. The regulations 
provide that the intention to effect a stock sale or distribution must occur during 
“construction.” In addition, the three year rule of § 341(d)(3) provides that the 
section shall not apply to gains realized three years following the “completion of . . . 
construction”. This question was particularly prominent in Glickman v. Commissioner, 
256 F.2d 108 (2d Cir. 1958). There the court found as a fact that the intent to 
distribute the excess mortgage proceeds arose about January 1, 1950. It was clear 
that if any work remained to be done after January 1, it amounted only to minor 
landscaping and painting. Instinctively, the court felt compelled to interpret the 
statute technically to mean all construction required to perform the contract com- 
pletely, including every last item of patchwork and scrubbing. The court then found 

t construction was not completed until after the middle of January, 1950. 

7 See text and notes supra at notes 51-58. See also Ellsworth J. Sterner, 32 T.C. 
No. 106 (Aug. 28, 1959). 
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On the other hand, each circuit court opinion widens the gulf between 
the historical concept and the judicial approach. The circuit courts 
have uniformly held that any corporation unwittingly trapped by a 
strained reading of the literal language will be held a collapsible. The 
rationalization for this approach is clear: the courts strain to prevent 
any and all conversions of ordinary income into capital gain. 

The collapsible corporation provision, however, is an ill-devised tool 
for this purpose. Its application is limited, no matter how strained a 
reading is given to it. A more fundamental revision of the Code is 
needed to prevent conversions of ordinary income into capital gain 
where corporate stock is sold or exchanged. As will be seen, this is 
exactly what the Advisory Group is recommending. 


IV. Tue Apvisory Group RECOMMENDATIONS 
A. Pragmatic Objectives of the Proposal 


Relying heavily on the pioneering work of the American Law Insti- 
tute,** the Advisory Group recommends a basic revision of the liquida- 
tion as well as the collapsible corporation provisions of the Internal 
Revenue Code. Under the proposal, section 341 would be repealed and 
section 343 would replace it.”* The manifest purpose of section 343 is to 
prevent significant conversions of inherent ordinary income into capital 
gain.”* This is similar to the historical collapsible purpose. 

The mechanics chosen to achieve this overall objective are also designed 
to alleviate some of section 341’s more onerous burdens on taxpayers and 
the Treasury. Section 341 applies only if a corporation is “formed or 
availed of principally” for certain purposes “with a view to” the pro- 
scribed purposes. It is based on the intention of the parties, a matter 
that is difficult to determine no matter how clairvoyant the revenue agent 
may be presumed to be.** Therefore, in an effort to ease this administra- 
tive burden, an objective mathematical test has been substituted for 
the subjective test." Taxpayer’s motives to avoid income taxes become 
irrelevant."7 

The inequities at the taxpayer level which the Advisory Group seeks to 


71 With one exception (Levenson v. United States, 157 F.Supp. 244 (N.D. Ala. 
1957) ), all of the collapsible corporation cases have involved builders. 


72 The American Law Institute’s first draft encompassing a revision of the liquida- 
tion and collapsible area appears in ALI Fev. Income Tax Stat. TENTATIVE DrarFt 
No. 7 240-47 (May 1952). Later works appear in drafts dated February, 1954 and 
October, 1958. 

78 Advisory Bill § 343. 

74 Apvisory Report 33. 

75 But see text and notes supra notes 67-71. 

76 Advisory Bill § 343(e) (2). 

77 Apvisory Report 41. 
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ameliorate pertain to situations under section 341 which tend to exact 
from collapsible corporation shareholders selling or exchanging their 
stock a greater income tax than if a corporation never existed. 


First, if section 341 applies to the gain realized on the sale of the stock, 
the entire gain is swept into ordinary income even though part of the 
gain may properly be regarded as capital gain. In other words, the col- 
lapsible corporation may have appreciation in assets which would clearly 
constitute capital gain when realized either by the corporation or by the 
shareholders in their individual capacities. It may also have appreciated 
assets which would produce ordinary income, such as inventory. But if 
section 341 applies, the gain which is attributable to appreciation in 
capital assets is commingled with the gain attributable to inventory. 

The mechanics adopted by the Advisory Group to mitigate this conse- 
quence is that of fragmentation. Shareholders are taxed at ordi rates 
only on the gain attributable to property which, if sold by the corpora- 
tion (or by the shareholders if there had been no corporation) would 
have generated ordinary income.”* 


Second, since assets which normally produce capital gain, e.g., section 
1231(b) trade or business property, can be classified as a section 341 
asset,”® existing law ironically can be used to convert capital gain into 


ordinary income. Although section 341(e) attempts to vitiate this 
anomaly, the Advisory Group believes that a more direct and basic re- 
vision is needed.*° The solution offered is to categorize assets according 
to the statutory and judicial dividing line between capital and non- 
capital assets. By confining collapsible treatment to property which 
produces ordinary income the problem of possible conversions of capital 
gain into ordinary income is avoided. 


B. Basis Over Basis Provision 


The intricacies of section 343 cannot be fully comprehended without a 
thorough understanding of the Advisory Group’s “basis over basis” 
amendment to section 331. Although not inextricably bound together,** 
the collapsible provisions essentially dovetail the proposed revision to 
section 331. 


The cornerstone of the rule is that of non-recognition of gain to the 
shareholder in liquidations except to the extent that the corporation’s 


78 Advisory Bill § 343(a) ; Apvisory Report 35-40. 
79 Int, Rev. Cope or 1954, § 341(b). 
80 Apvisory Report 35. 


81 See Hearings—Advisory Group Recommendations on Subchapters C, J and K of 
the Internal Revenue Code Before the House Committee on Ways and Means, 86th 
Cong., Ist Sess. 619 (1959). 
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basis in assets received exceeds the shareholder’s stock basis.** Existing 
law finds a taxable gain based on the difference between the fair market 
value of the assets received and the shareholder’s stock basis.** 

The Advisory Group has two objections to existing law. One is that 
since no change in the beneficial ownership of the assets has been effected, 
the liquidation is not a proper taxable event.** Another is that since a 
transfer of assets by individuals in exchange for stock of a new corporation 
is not treated as a taxable event under current law,® the Advisory Group 
feels that the converse should be given identical treatment.** 

The “basis over basis” rule, which defers a tax on appreciation in 
corporate assets when a corporation is merely dissolved may be explained 
by the following examples: 

(1) A owns land with a cost of $100,000 and a fair market value of 
$200,000. Under section 351 he may transfer the land to a newly 
organized corporation in exchange for its stock tax-free. His stock basis 
will be $100,000 and the corporation’s asset basis is $100,000.57 If A 
were to suddenly change his mind, he would pay no tax on the subsequent 
liquidation of the new corporation, for his stock basis ($100,000) is 
equal to the corporation’s asset basis ($100,000). Note that a $100,000 
capital gain would be elicited under existing law. 

(2) Now assume that instead of an immediate liquidation, the new 
corporation, with land as its sole asset, is permitted to carry on business. 
Assume that in two years it earns $10,000 after taxes and the fair 
market value of the land remains $200,000. If the corporation were to 
dissolve at this point, A would have a taxable gain of $10,000, an amount 
equivalent to the income on which taxes have already been paid, and 
which is in the form of accumulated earnings. This result obtains because 
the corporation’s basis in the assets distributed, $110,000 (land $100,000, 
and cash of $10,000) is $10,000 over the basis of A’s stock. 

The “basis over basis” rule is germane to collapsible corporations in 
that it strikes a devastating blow at the modus operandi of the collapsible 
process. That is, by denying recognition of the appreciation in the 
corporation’s assets when a corporation liquidates, a taxpayer is denied 


the benefit of stepping up his basis of ordinary income assets at a capital 
gains rate. 


82 Advisory Bill § 331(b) (1) and (2). 

83 Inr. Rev. Cope or 1954, § 331. 

84 Apvisory Report 30. 

85 Int. Rev. Cope or 1954, § 351. 

86 The severity of subjecting shareholders to capital gains taxation on appreciation 
of corporate assets upon a liquidation has been mitigated to a small extent by § 333. 
But there, cash, certain securities and accumulated earnings give rise to a dividend 


tax. Under the proposed revision of § 331 only the accumulated earnings would be 
subject to tax and only at a capital gains rate. 


87 Int. Rev. Cope or 1954, § 362. 
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C. Definition of a Collapsible Corporation 


As previously stated, the objective standards chosen to test a corpora- 
tion’s status ostensibly reflect the Advisory Group’s desire to expunge 
the shadowy areas of subjectivity from the law. Thus, if a corporation, 
regardless of size** or purpose®* meets the requirements of a mathematical 
formula it would be subjected to collapsible treatment. 


The test is whether the corporation’s unrealized appreciation on section 
343 assets (generally ordinary income generating assets) meets both of 
the following tests:® (1) the unrealized appreciation on the section 343 
assets must be more than 15 percent of the corporation’s net worth 
(ascertained by the excess of the fair market value of all its assets over 
all its liabilities); and (2) the unrealized appreciation on the section 343 
assets must be more than 15 percent of the unrealized appreciation on all 
assets of the corporation.*! 


Under this formula a corporation which has total assets having a fair 
market value of $500,000 and liabilities of $100,000 (leaving a net worth 
of $400,000) would satisfy the first test if the unrealized appreciation 
on its section 343 assets amounted to more than $60,000 (15 percent of 
$400,000). The corporation would be collapsible if this appreciation is also 
more than 15 percent of the total appreciation of all its assets.® 

To plug an obvious loophole, the Advisory Group provisions disre- 
gard money or property received by the corporation for stock or as con- 
tributions to capital within a one-year period if the transaction has no 
bona fide business purpose.** Without this provision a corporation 
could avoid collapsible status at will by property transfers which suf- 
ficiently increased its net worth or the non-section 343 appreciation. 

One of the most disturbing features of existing law is that its “collaps- 
ible assets” include assets whose sale would normally produce capital 


88 Cf. the ALI draft which would extend objective collapsible treatment only to 


corporations with fewer than five (or ten) shareholders who own more than 50 
percent of the voting stock of the corporation. ALI Income Tax Prosiems or Cor- 
PORATIONS AND SHAREHOLDERS 202 (Oct. 1958 Draft). 

89 Apvisory Report 41. 

9° Advisory Bill § 343(e) (2). 

91 This test was not included in the original proposals. The reason given for the 
second test is to eliminate the operation of the provision where the principal apprecia- 
tion in the corporation’s assets exists in non $ 343 assets. Apvisory Report 42. It 
is difficult to justify this motive in terms of the basic purpose of preventing con- 
versions of ordinary income into capital gain. 

92 However, this new treatment is not as precise and objective as it sounds. Even 
though the percentages are precise, their application is dependent on an unrefined 
science, the valuation of a corporation’s assets. In terms of administrative burdens, 
the determination of the mental attitude of a taxpayer might prove to be less costly 
and time consuming than delving into the fair market value of assets such as options, 
good will and exclusive agency contracts. 

983 Advisory Bill § 343 (e) (2) ; Apvisory Report 42. 
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gain.** To vitiate the unjustifiable consequences produced by this amal- 
gamation, the Advisory Group’s original proposal adopted a strict capital- 
noncapital distinction in its definition of section 343 assets whose sig- 
nificant unrealized appreciation would give rise to collapsible status. 
Section 343 assets were defined as any assets except: (1) money,* (2) 
property (except property used in trade or business as defined in 
§ 1231(b)) which if sold would produce capital gain,®* and (3) property 
used in the trade or business, as defined in section 1231(b), if there 
exists unrealized appreciation on all section 1231(b) property considered 
in the aggregate.®” 

In the revised proposal,®* the Advisory Group has significantly altered 
its position. In its present form the Advisory Bill, in addition to (1) (2) 
and (3) above, excludes from the section 343 asset category certain assets 
whose sale or exchange would normally produce ordinary income. 

These assets are: (1) property (other than inventory and stock of 
other collapsible corporations) 90 percent® or more of the unadjusted 
basis of which consists of costs incurred by the taxpayer more than three 
years previously,’ and (2) normal inventory maintained and custom- 
arily sold by the corporation for a period of three years or more, ex- 
clusive of inventory which ordinarily increases by an aging process (¢.g., 
whiskey). To the extent that the inventory is abnormal, i.e., its adjusted 
basis exceeds: (a) the average adjusted basis of such inventory held by 
the taxpayer at the close of each of the preceding three fiscal years, or 
(b) the annual average gross sales (less returns and allowances) by the 
taxpayer at the close of the preceding three fiscal years, the excess in- 
ventory is a section 343 asset.1 


94 Int. Rev. Cope or 1954, § 341(b). 


95 This exception would be superfluous if it were not for the negative approach 
of the statute. 

%6 Certain assets, such as § 306 stock and emergency facilities may, sale, 
give rise to both ‘capital gain and ordinary income. Advisory Bill § 343(d) (2), 
provides that in this situation the asset will be considered a § 343 asset only in 
proportion to the extent which the ordinary income that would be realized on its 
sale would bear to the total appreciation. 

97 This qualification was inserted because § 1231 (b) property receives long term 
capital gain treatment if during the taxable year there is a net gain on all the sales or 
exchanges of such property. Only if there is a net loss do ordinary income rates come 
into play (§ 1231(a)). 

98 Advisory Bill § 343(d). 


99 The 90 percent requirement represents a repudiation of the uncompromising 
interpretation given “completion of construction” by the courts. Apvisory REPORT 
45. See note 69 supra. 


100 An example of such ordinary income assets which if held for three years would 
result in capital gain under this provision is a subdivision of private houses held for 
sale to customers. 

101 Advisory Bill § 343(d)(1)(E); Apvisory Report 45-6. The new property 
exclusions have caused the Treasury to question the adequacy of the 15 percent 
tests. The feeling is that unless a lower percentage, say 10 percent, is adopted, 
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The Advisory Bill specifically eliminates the pertinence of holding 
periods as determinants of capital-noncapital status.1°? The report asserts 
the complexity of drafting a tripartite break-down to support its ap- 
proach.’ Present law also ignores asset holding periods. 


D. Tax Consequences to Collapsible Corporations and Their Share- 
holders 


(1). Partial Liquidations, Complete Liquidations and Section 302(a) 
Stock Redemptions—Aliquot and Non-Aliquot. The technical scheme 
adopted by the Advisory Group to tax stock transactions by shareholders 
of collapsible corporations is enormously complex. This stems from an 
attempt to simultaneously protect the government’s revenue and the tax- 
payer. The least complicated transaction would occur where a col- 
lapsible corporation liquidates and, in exchange for all the shareholder’s 
stock, the corporation distributes to the shareholder his proportionate 
share of all corporate assets. In this case the shareholder’s gain would be 
limited by the “basis over basis” rule to the excess of the corporation’s 
basis in the assets received by the shareholder over his own stock basis. 
The gain would be capital gain, as it would represent a tax on accumu- 
lated earnings. Recognition of gain on the appreciation in the ordinary 
income producing assets is postponed. If the section 343 asset received 
is sold within five years of the distribution the gain will be ordinary 
income.1% 


To illustrate this principle, assume that corporation XYZ has two 50 
percent shareholders, A and B, whose stock bases are $20,000 and $50,000 


respectively. Assume the corporation, on the date of liquidation, had 
the following assets and no liabilities: 


Corporate Basis Market Value ‘Appreciation 


Inventory ........-esss00 $ 20,000 $100,000 $80,000 
Land & Building .......... 100,000 120,000 20,000 
Se UO ALS Faas. Se 20,000 20,000 0 


significant conversions will circumvent the provisions. See Hearings note 81 supra, 
at 620. These exclusions seem irreconcilable with the Advisory Group’s overall 
objective of preventing significant transformations of ordinary income into capital 
gain. See text at note 126 infra for a possible explanation of ue approach. 

102 Advisory Bill § 343 (d) (1). 

103 Apvisory Report 45. 

104 Int. Rev. Cove or 1954, § 341(b). 

105 Advisory Bill § 343(c); Apvisory Report 41. A rationalization 2 allowing 
corporate ordinary income assets to be transformed into capital assets in the ye 
holder’s hands after five years might be that if a § 343 asset, such as a 
been retained by the shareholders for more than five years, it has attained an 
vestment or capital status. 
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The corporation is collapsible because the appreciation on the section 343 
assets (assuming the inventory is abnormal or is of the kind that custom- 
arily increases by reason of aging for six months, such as whisky) $80,000 
is (1) 33.3 percent of the corporation’s net worth and (2) 80 percent of 
the unrealized appreciation on all its assets. Assume also that A and B each 
receive title or possession to one-half of each asset. In the example, A 
has a realized gain of $100,000 ($120,000 value of assets received less 
$20,000 stock basis), and B a $70,000 gain ($120,000 value of assets re- 
ceived less $50,000 stock basis). A would be liable for a $50,000 capital 
gain ($70,000 corporate basis less $20,000 stock basis) and B a $20,000 
capital gain ($70,000 corporate basis less $50,000 stock basis). If the 
inventory is sold within five years by A or B it would generate ordinary 
income even though in the hands of the shareholders the asset could not 
properly be classified as inventory held for sale to customers.’ 

Unfortunately, this rather simple approach must give way to more 
intricate rules where the distribution in liquidation or in redemption of 
stock is non-aliquot. A non-aliquot distribution is defined as one in 
which there is distributed, with respect to any share of stock, section 343 
assets which have an unrealized appreciation less than 90 percent or more 
than 110 percent of such stock’s ratable share of all the unrealized appre- 
ciation of all the corporation’s section 343 assets immediately prior to the 
distribution.’ 

The tax consequence of a non-aliquot partial or complete liquidation 
or a stock redemption is an immediate imposition of a tax on realized 
gains. The shareholder’s gain is divided between ordinary income and 
capital gain, i.e., so much of the shareholder’s realized gain on such 
distribution as is equal to his stock’s ratable share of the unrealized appre- 
ciation on the corporation’s section 343 assets would be classified as 
ordinary income. The balance of the gain would be capital. This frag- 
mentation of gain is required to prevent a conversion where section 343 
assets are distributed on a disproportionate basis, since those assets may 
intentionally be distributed to shareholders with high stock bases, and 
much of the unrealized appreciation would then escape taxation as 
ordinary income.’ 


The tax avoidance possibilities without the special non-aliquot pro- 





106 Under this rule, the final amount of ordinary income would bear no relation 
to the amount of unrealized appreciation on the date of the distribution. That is, 
subsequent appreciation or depreciation (within the five year period) would increase 
or reduce the eventual ordinary gain. In the case of a rapidly appreciating asset the 
rule exacts a greater tax from the shareholder than if there had never been a cor- 
poration. 

107 Advisory Bill § 343(e) (3). 

108 Apvisory Report 37. 
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visions can be vividly illustrated by the following variation of the 
preceding hypothetical: 

If B, who has a $50,000 basis for his stock, is given all the inventory 
and all the cash in a complete liquidation, under the usual basis over basis 
rule he would pay no tax at the time of the distribution (B’s stock basis 
($50,000) is greater than the basis of the assets in the hands of the cor- 
poration ($40,000)). His basis for the inventory would be $50,000. If 
B sold the inventory on the following day for its market value, $100,000, 
a $50,000 ordinary gain would result instead of the potential $80,000 
ordinary income. To retain the $80,000 ordinary income in the tax 
base, the shareholders will be required to recognize their entire gain at 
the time of the distribution by the fragmentation approach.” The 
ratable shares of A and B in the appreciation of XYZ’s section 343 assets 
is $40,000 each. Of A’s realized gain of $100,000, $40,000 will be taxed 
as ordinary income and $60,000 as a capital gain. B’s gain of $70,000 
will be broken down into $30,000 capital gain and $40,000 ordinary gain. 

A further refinement is required in a non-aliquot section 346 partial 
liquidation and a section 302(a) stock redemption. If only B’s stock 
were redeemed, and he again received all the inventory, taxing B on his 
ratable share of the unrealized gain would permit a leakage of $40,000 
of potential ordinary income. In this situation the corporation is taxed 
at ordinary rates on the $40,000 unrealized gain.1?° 

(2). Dividend Distributions Without Earnings and Profits. Dividend 
distributions in excess of a corporation’s earnings and profits are not taxed 
as ordinary income. Instead, the excess of property value received over 
the shareholder’s stock basis is treated as capital gain.* To prevent 
corporations with no earnings and profits from distributing “dividends” 
of section 343 assets or other property, the Advisory Group provides 
that so much of the excess as represents the shareholder’s ratable share 
of the unrealized appreciation in the corporation’s section 343 assets will 
be taxed as ordinary income.” 

(3). One Year Liquidations—Section 337. Unlike existing law,™* gains 
from the sale of assets made by a collapsible corporation during a section 


337 liquidation will not be taxed to the corporation."* Here again, the 


109 Advisory Bill § 343(a). 

110 Advisory Bill § 343(b) ; Apvisory Report 39. 

111 Int. Rev. Cope or 1954, § 301(c) (3) (A). 

112 Apvisory Report 36; Advisory Bill § 343(a). It is interesting to note that this 
provision would not cover the bulk of the § 341 cases now adjudicated. Property held 
for rental purposes will no longer be considered a collapsible property in most in- 
stances. Thus, the distribution of the proceeds of mortgages on such property will not 


receive ordinary income treatment under the Advisory Group’s recommendations. 
But cf. § 312(j). 


113 Int. Rev. Cope oF 1954, § 337(c). 
114 Apvisory REPorT 39. 
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shareholder will pay an immediate tax based on his stock’s ratable share 
of unrealized appreciation in section 343 assets. 

(4). Sale of Stock to Persons Other Than the Issuing Corporation. 
The sale of stock of a collapsible corporation to one other than the cor- 
poration will also cause the shareholder’s gain to be taxed immediately." 
Thus, going back to the XYZ corporation in the hypothetical under (1), 
if A sold his stock to X for $120,000, A would report $60,000 as capital 
gain and $40,000 (his ratable share of the corporation’s ordinary income 
assets) as ordinary income.''? To guard against taxing the same inventory 
profits twice at ordinary income rates, the amount of the gain to be 
treated as ordinary income to X on a subsequent sale or exchange would 
be based on the appreciation arising after the acquisition."* 

(5). Miscellaneous Refinements. To complete the outline of the 
proposed taxation of collapsible corporation shareholders, two items must 
be considered. 

First, shareholders owning less than 5 percent of the value of the cor- 
poration’s stock at all times during the period of 3 years ending with 
the date of the stock sale or exchange need not be concerned with the 
fragmentation rules.1® Holders of less than 5 percent of the outstanding 
stock would pay an ordinary income tax on assets formerly held by the 
corporation only where an aliquot complete liquidation has been effected. 
Even here, if the assets received are held for 5 years and are capital assets 


in the hands of the shareholder, no ordinary income tax will be imposed 
on the shareholder.?”° 


115 Advisory Bill § 343(a). 
116 [bid. 


117 There appears to be a borderline situation which the proposal does not cover 
adequately. A taxpayer desirous of purchasing the assets of a collapsible corporation 
might purchase newly issued stock directly from the corporation for cash in an 
amount equal to the market value of the assets. The corporation might then effect a 
non-aliquot complete liquidation, the assets being distributed to the buyer and the 
cash to the old shareholders. The buyer would have no gain on the distribution and 
hence nothing to fragment. The old stockholders’ gain would be taxed at ordinary 
income rates only to the extent of their ratable share which is now 50 percent instead 
of 100 percent. In this manner, 50 percent of the unrealized appreciation would be 
effectively converted. However, this is an obvious step transaction, and it would 
not be unwarranted to assume that the courts might treat the parts as a whole, See 
Heller v. Commissioner, 147 F.2d 376 (9th Cir. 1945); Morgan Mfg. Co. v. Com- 
missioner, 124 F.2d 602 (4th Cir. 1941); S. Nicholas Jacobs, 21 Te. 165 (1953) ; 
Standard Realization Company, 10 T.C. 708 (1948). 

118 Advisory Bill § 343(a)(2). Where wy collapsible corporation is publicly 
held, the inability to determine who the actual selling shareholder is and what his 
tax consequences are when dealing through a broker renders the provision unrealistic. 
Also, there are problems of complex computation when a shareholder has bought 
and sold stock at various times in different amounts. Also unanswered is what — 
pens when there is a reorganization or recapitalization, and the stock has been 
merged into another form of ownership or security. 

-. Apvisory Report 40. For this purpose, the stock attribution rules of § 318(a) 
apply. 

120 Advisory Bill § 343(c). Cf. Int. Rev. Cope or 1954, § 341(d)(1) in which 5 
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Second, in determining a shareholder’s ratable share of section 343 
assets, reference is made to the individual business activities of the share- 
holders. The exclusion from the category of section 343 assets provided 
for section 1231(b) property and assets which produce capital gain if 
sold by the corporation does not apply if these properties in the share- 
holder’s hands would generate ordinary income. In all cases except a 
non-aliquot partial liquidation and a stock redemption the shareholder 
reference is made on a shareholder-by-shareholder basis.'* That is, a 
shareholder’s business activities can only affect the corporation’s section 
343 asset classification in determining his ratable share of section 343 
assets. Thus, if B, in the previous hypothetical was an active real estate 
dealer his ratable share of the unrealized appreciation in section 343 
assets would be $50,000, one-half of the unrealized appreciation of the 


land and building used in the corporation’s trade or business and the 
inventory.'*? 

In a non-aliquot partial liquidation or stock redemption individual 
shareholder activities can change the property classification for all the 
shareholders.!** Thus, if a sale of one of the corporation’s non-section 343 
assets by a shareholder owning more than 20 percent of the corporation’s 
stock in his individual capacity would generate ordinary income, the 
property as to the corporation would be reclassified as a section 343 asset. 
Any shareholder participating in a non-aliquot partial liquidation or stock 
sale would then have to include his ratable share of the appreciation in the 
reclassified property.1*4 


percent or less shareholders never have to be concerned with ordinary income con- 
sequences imposed by § 341. 

121 Advisory Bill § 343(d) (3) (A); Apvisory Report 47. The proper classification 
of the corporation’s property in the case of a sale of stock to a third party is tested 
separately, shareholder by shareholder. This opens the door to possible conversions. 
For example, assume that X, a real estate dealer, contributes land and a building 
with a basis of $10,000 and a value of $20,000 to a newly formed corporation for 
¥% of its stock. Z, an investor, contributes furniture and fixtures, basis $10,000 and 
value $20,000, to the same corporation for the other % of the stock. Assume the 
corporation was not sufficiently active in the real estate business to characterize the 
land and buildings as § 343 assets. On a stock sale to a third party by X his dealer- 
ship activities would be taken into account in determining the components of § 343 
assets. If X sells his one-half interest in the corporation for $20,000 he would be 
taxed on $5,000 ordinary income (50 percent of $10,000 the appreciation in the land 
and building) and $5,000 capital gain. If Z also sold at the same price he would be 
taxed on a capital gain of $10,000. As to Z the corporation was, in effect, not col- 
lapsible. Thus, $5,000 has been converted into capital gain. A solution to this problem 
would be to use the shareholder reference rules of § 343 which are applicable to non- 
aliquot partial liquidation and stock redemption. 

122 The determination of whether one is a dealer or investor in real estate is per- 
haps the most difficult factual inquiry in the 1954 Code. For some recent cases that 
grapple with the problem and reach different results compare Estate of Barrios v. 
Commissioner, 265 F.2d 517 (Sth Cir. 1959); Austin v. Commissioner, 263 F.2d 460 
(9th Cir. 1959); and William Thomas Minor, P-H Tax Cr. Rep. & Mem. Dec. 
§ 59,004 (1959), with O’Donnell Patrick, 31 T.C. 1175 (1959). 

123 Advisory Bill § 343(d) (3) (B) ; Apvisory Report 48. 

124 Comparison should be made with the more complex and extensive shareholder 
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V. CriTIiQue oF THE Apvisory Group’s CoLLAPsIBLE CONCEPT 


A. Comparison of the Historical Collapsible Concept and the Advisory 
Group’s Concept 


At first impression, the historical and proposed concepts appear to be 
consistent in name only. While section 341 attempts to segregate the 
sham corporation for special tax treatment, the Advisory Group’s concept 
potentially encompasses all corporations. Given the requisite asset ap- 
preciation, General Motors conceivably could be classified as collapsible. 
A glaring example of this inconsistency is that Public Enemy Number 
One of the 1950 legislation, the movie producing corporation, cannot 
be a collapsible under the Advisory Group’s revision without an amend- 
ment to the capital asset definition.1*5 


(1). Conceptual Similarities. Superficially, the concepts seem irre- 
concilable. However, in terms of basic policy objectives the concepts 
have marked similarities. Both seek to create a new category of corpora- 
tions only where significant portions of ordinary income are in jeopardy 
of being erased from the tax base. Section 341 carries out this objective 
by the “substantial realization test.” The Advisory Group uses a 15 per- 
cent unrealized appreciation test as the significant factor. 


The Advisory Group has incorporated several poorly articulated tax 
avoidance prerequisites to collapsibility. The exception for less than 5 
percent shareholders insures that only interested taxpayers who control 
the corporate policies and who could make tax-avoidance decisions will 
be subjected to the provisions. The exclusion of normal inventory and 
assets held for three years obliquely makes tax avoidance an integral 
part of the proposed statutory scheme. The thought here is that con- 
version problems inherent in such assets should not be subjected to com- 
plex tax treatment because their existence under a corporate form is 
presumed to have been made pursuant to a bona fide business purpose.’ 


Finally, both concepts sanction a capital gains tax on corporate profits 


reference rules of Int. Rev. Cope or 1954, § 341(e). For example, in § 341(e) a real 
estate promoter who deals through multiple corporations remains a dealer by the 
supplemental reference rules. The Treasury would prefer that the Advisory Group’s 
shareholder reference rules be patterned along § 341(e)’s lines. See Hearings— 
Advisory Group Recommendations on Subchapter C, J and K of the Internal Revenue 
Code Before a Committee of the House Committee on Ways and Means, 86th Cong., 
[st Sess. 619 (1959). 


125 Apvisory Report 46, 47. To remedy this the Advisory Group proposes an 
amendment to § 1221(3) which, under certain circumstances, would reclassify a 
movie, in a corporation’s hands, into a non-capital asset. 


126 The specific reason given by the Advisory Group for the 3 year property and 
inventory rule is that “in balancing matters of practicality in the operation of the 
provision with need for protection of the revenue, a 3-year cutoff is desirable.” Ap- 
visory Report 45. 
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that have been taxed once as ordinary income, namely, accumulated 
earnings. 

(2). Conceptual Dissimilarities. Despite these common denominators, 
it is impossible to say that the concepts are theoretically compatible. One 
concept demands a voluntary intent to defraud the tax law; the other 
operates irrespective of intentions.!27 One approach involves a penalty; 
the other scrupulously guards against excess levies. One concept looks 
only to the corporation’s business activities;!*° the other commingles 
shareholder and corporate activities. One concept has limited applica- 
bility; the other will be a consideration in every stock transaction. 

(3). The “Collapsible” Problem. Since the Advisory Group would 
scrutinize virtually every stock transaction, it is obvious that the evil 
sought to be cured cuts much deeper than the previous ephemeral col- 
lapsible corporation. What the Advisory Group may be saying is that 
somewhere along the way a serious error was made in granting carte 
blanche capital gains treatment to stock transactions. Their thought may 
be that it is improper to attempt to determine if the corporate cloak is a 
sham or not, because, in either case, its final effect will be to convert 
ordinary income into capital gain. The Advisory Group ignores some 
potential conversions; this represents a common sense restriction based 
on a comparison of lost revenues and attendant administrative costs. The 
Advisory Group’s recommendations seem to be a criticism of a rarely 


challenged tax tenet—the right of a share of stock to classification as a 
capital asset. 


B. A Re-Examination of the Tax Consequences of a Sale or Exchange 
of Stock In Light of the Advisory Group’s Recommendations 


The frontal assault on stock transactions by the Advisory Group 
necessitates a re-examination of some fundamental tax precepts. 

(1). Separability of Corporations and Their Shareholders. Taxing 
the selling shareholder’s gain as if he were selling his pro rata share of 
the corporation’s assets plays havoc with the doctrine of corporate and 
shareholder separability. The underlying theory of taxing a corpora- 


127 Apvisory Report 41. For Congressional hesitation as to the wisdom of writing 
tax avoidance out of the statute, see Hearings, note 124 supra, at 404-07. 

128 An exception is § 341(e). But shareholder references in § 341(e) are pertinent 
only in shielding a corporation. The Advisory Group’s dealer rules are designed 
to increase the number of collapsible corporations. 

129 The corporate entity has been judicially disregarded on occasion: Higgins v. 
Smith, 308 U.S. 473 (1940) ; Paymer v. Commissioner, 150 F.2d 334 (2d Cir. 1945) ; 
Clinton Davidson, 43 B.T.A. 576 (1941). The substance of the Commissioner’s 
argument comes from Higgins v. Smith: “The Government may look at actualities 
and upon determination that the form employed for doing business or carrying out 
the challenged tax event is unreal or a sham may sustain or disregard the effect of 
the fiction as best serves the purpose of the tax statute.” 308 U.S. at 477. 

Some statutory provisions which look through the corporate entity when necessary 
to reach a sound result are: Int. Rev. Cope oF 1954, §§ 267, 269, 304, 382, 482 and 1551. 
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tion separately from its shareholders appears simply to be a recognition 
of the separate entity enjoyed by the corporation and extended to it by 
law.18° Numerous economic and social reasons resulting from the flexi- 
bility of the separate entity support this conceptual approach."** 

However, when stripped of some of its economic forces, the doctrine 
loses much of its vitality. This occurs in the case of a closely-held cor- 
poration. Subchapter S assimilates this economic breakdown to tax con- 
siderations by permitting the shareholders to elect to be taxed as a 
partnership.'*? By limiting the proposed tax consequences in most cases 
to 5 percent or greater shareholders,’** the Advisory Group is tacitly 
acquiescing to this principle. 

Again, when a given corporation does not operate as an economic 
reality, even though it may be a functioning unit in fact, the reasons 
for giving it a separate identity lose much of their force. This represents 
the sham corporation which the 1950 legislators decided was not en- 
titled to a separate identity for tax purposes.'** 

But the small and the sham corporations do not represent the only 
situations in which the Advisory Group would “pierce the corporate 
veil.” Thus, another reason must be found for the amalgamation. This 
other reason can be found in only one place—tax policy. The policy 
decision is whether the separability doctrine will be allowed to impinge 
on the capital gain-ordinary income dichotomy. A decision must be 
made as to which policy will prevail in those cases where the corpora- 
tion is not particularly small and is not a sham, yet has a natural tendency 
to convert ordinary income into capital gain. The Advisory Group 
would emphasize the tax considerations over the legal and economic im- 
plications. This decision, for tax purposes, seems supportable. 

(2). Stock As a Capital Asset. Assuming that the legal identity of 


130 PauL, TAXATION FoR Posterity 349-355 (1947). The Federal corporation 
income tax has been continuously imposed since 1909. See GoopE, THE CorPorATION 
IncoME Tax, 203-205 (1951). 

131 PauL op. cit. supra note 130 at 349-355. 


132 Int. Rev. Cope or 1954, §§ 1371-1377. There is a distinct possibility that this 
new subchapter has a built-in loophole for collapsible corporations under existing 
law. For a thorough discussion of this possibility see Anthoine, Federal Tax Legis- 
lation of 1958: The Corporate Election and Collapsible Amendment, 58 Corum. L. 
Rev. 1146, 1171 (1958) and Axelrad, Recent Developments in Collapsible Corpora- 
tions, 36 Taxes 893, 906-909 (1958). 


133 The one situation in which a less than 5 percent shareholder can be taxed on 
the potential ordinary income of the corporation is in an aliquot complete liquidation. 
No reason was given by the Advisory Group for this disinction. See text at note 120 
supra, 

134 For a variation of the sham corporation set-up, see Aldon Homes, Inc., 33 
T.C. No. 65 (Dec. 29, 1959). There, after making all financing and sales arrange- 
ments (the homes to be built were pre-sold), Aldon Homes Inc. distributed the 
land to 16 brother-sister corporations. Each corporation theoretically built and sold 
its own homes. The multiple corporations were held to be tax shams, their only 
purpose being to secure the $25,000 surtax exemption. 








AN ANALYSIS OF COLLAPSIBLE CORPORATIONS 881 


a corporation is an inapposite tax consideration if it tends to distort the 
tax structure, it must be determined if and why present tax policy has 
been promiscuous in granting all stock transactions capital gain treat- 
ment.135 

The predominate reason for the automatic capital gain treatment ac- 
corded stock is that it fits so neatly within the historical,1** economic,1** 
and tax'** definitions of “capital asset.” The result is that with the ex- 
ception of a securities dealer,'*® stock is never considered as held for sale 
to customers in the ordinary course of business no matter how active the 
seller is.14° 


However, the Supreme Court recently expressed its dissatisfaction 
with this literal straightjacket in Corn Products Refining Co. v. Commis- 


135 Int. Rev, Cope or 1954 § 306, the preferred stock “bail-out” problem, is a 
statutory exception. There have been judicial exceptions. See, e.g., S. Nicholas 
Jacobs, 21 T.C. 165 (1953). Section 341 is, of course, another exception. 


136 One of the first uses of the term capital in the English language is found in the 
records of the East India company in the early 17th Century. The term was used 
to indicate the holdings of a shareholder, not “in the company,” for the company 
had not yet arrived at the stage of having a permanent stock as capital, but in one 
of the undertakings called a voyage. See Cannon, Early History of the Term Capital, 
35 Q.J. Econ. 469 (1920-21) and criticisms of the article by Richards and Hatfield, 
40 Q.J. Econ. 329-38, 547-48 (1925-26). Further evidence of the historical associa- 
tion of stock and capital is contained in PostLETHWAYTS, UNIVERSAL DICTIONARY OF 
TRADE AND CoMMERCE (1751) giving the definition of capital as: “Capital, amongst 
merchants, bankers, and traders, signifies the sum of money which individuals bring 
to make up the common stock of a partnership when it is first formed. It is also 
said of the stock which a merchant at first puts into trade, for his account. It 
signifies likewise the fund of a trading company or corporation, in which sense the 
word ‘stock’ is generally added to it. Thus, we say the capital stock of a bank, 
es 


137 “A stock or fund of wealth from which its owner expects to derive an income.” 
4 INTERNATIONAL Encyc. 501 (1930). Irving Fisher defines capital as a stock (of 
wealth or property, or the value of either) existing at an instant of time, as dis- 
tinguished from income, which he describes as a flow through a period of time. FisHER, 
THE NATuRE oF CAPITAL AND INCOME 52 (1927). 

138 Int. Rev. Cope or 1954, § 1221. For a chronological tracing of the legislative 
changes in the tax definition see Wells, Legislative History of Treatment of Capital 
Gains Under the Federal Income Tax, 1913-1948, 2 Nati” Tax J. 12 (1949). For 
a critique of the definition, see Surrey, Definitional Problems in Capital Gains Taxa- 
tion, 69 Harv. L. Rev. 985 (1956). See, generally, Settzer, THE NATURE AND Tax 
TREATMENT OF CAPITAL GAINS AND Losses (1951). 


139 A securities dealer is the middleman between the buying and selling shareholders. 
His stock in trade is his securities. But note § 1236 granting capital gain treatment 
to a securities dealer where he has earmarked certain securities for investment. Real 
estate dealers have often attempted to attain this statutory equality. See H. R. 4372, 
86th Cong., Ist Sess. (1959), which provides that real estate dealers may have a 
personal investment account. 


140 Those taxpayers who buy and sell in their own account for a quick turnover 
are called traders. Capital gains treatment was extended to them by a change in the 
law in 1934 which amended the previous phrase, “property held primarily for sale 
(to customers) in the (ordinary) course of trade or business” to include the words 
“to customers” and “ordinary.” The purpose of this change was to make the trader 
amenable to the capital gain and loss provisions in order to prevent tax avoidance 
through unlimited deduction or losses by a stock speculator trading in his own 
account. 
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sioner.*1 The Court refused to accord the sale of corn futures capital 
gain treatment. The court agreed that literally the corn futures consti- 
tuted a capital asset; it was property and it did not come within any of 
section 1221’s exclusions. The court, however, held that the capital asset 
definition must not be so broadly applied as to defeat rather than further 
the congressional intent.*2 Where the profits arise from the everyday 
operations of a business, as the corn futures did in this case, the reason 
for preferential treatment'** vanishes and the gains must be taxed as 
ordinary income. Other courts have shown the same proclivity to use 
their own abstract notions of the dividing line between ordinary income 
and capital gain where a literal approach offends their sense of “ 
justice”.1#4 

Once rid of literalism, the task of fitting the Advisory Greup’s col- 
lapsible concept into the present tax scheme becomes easier. The pro- 
posal focuses on the essential injustice of the present system. The proposed 
revision rhetorically asks: does it make any sense, in struggling to cate- 
gorize properties as non-capital, to permit a taxpayer to change his legal 
relationship to property thus converting a non-capital asset into a capital 
asset? For example, the unrealized fee of a cash basis individual tax- 
payer would, in his hands, represent a non-capital asset.'4° Assume, how- 
ever, Joe Smith, manufacturers’ representative, for 30 years operated 
through a corporation and a sole proprietorship whose sole assets are 
unrealized fees. Though it would seem incongruous to accord divergent 
tax treatment to a sale of both businesses,!** this is exactly how the capital 
asset definition operates.'47 

Another example could be the dealer in real estate. Assume Bill Brown 
bought and sold housing developments and shopping centers as a business 
and that, in conjunction with other investors, he incorporates one of the 
shopping centers. Even assuming that the corporation used the property 


141 350 U.S. 46 (1955). 
142 Jd. at 52 


143 The rationale for the preferential treatment of investment conversions is usually 
given as: (1) it is not equitable to include with other income and tax at a progressive 
rate gains which have accrued over a period of years; (2) the high tax rates 
stifle an economically desirable conversion of capital assets. See Tax Apvisory STAFF 
or THE TREASURY DEPARTMENT, FEDERAL INCOME TAX TREATMENT OF CAPITAL 
Gains AND Losses 21 (1951). 

144 See Tulane Hardware Lumber Co., Inc., 24 T.C. 1146 (1955); Western Wine 
& Liquor Co., 18 T.C. 1090 (1952) ; Commissioner v. Bagley & Sewall Co., 221 F.2d 
944 (2d Cir. 1955) ; Rev. Rul. 40, 1958-1, Cum. Butt. 275. 

145 Int. Rev. Cope or 1954, § 1221(4). 

146 See Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945), which requires a 
fragmenting of the sole proprietorship’s gain into capital and ordinary on a sale of 
the business. 

147 The ALI has as the backbone of its collapsible proposals the unjustifiable 
disparity in tax treatment accorded a sale of a proprietorship, partnership or corpora- 
tion. See ALI Fev. Income Tax Stat. TENTATIVE Drart No. 7, at 240 (May 1952). 
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as section 1231(b) property there does not seem to be any justification 
for taxing this real estate dealer’s gain in a stock sale as capital gain.*** 
He has merely sold still another shopping center. The fact that he has 
assumed another legal relationship to the property shouldn’t make any 
difference in the tax consequences on a sale of the property. 

In essence, the Advisory Group’s intent is to disregard the reclassi- 
fication of corporate property caused by stock where a distortion of the 
characterization of the primary property threatens. This is accomplished 
by fragmenting the shareholder’s gain on the basis of the status of the 
underlying property rather than the classification of stock. It is also 
sustained by looking to the corporation, the shareholder and their respec- 
tive assets in toto to see if the primary property classification was justi- 
fiable. 

There appears to be a situation in which the Advisory Group’s pro- 
posal may be going to unjustifiable lengths in protecting the govern- 
ment’s revenue. This occurs where a pure investor sells a third party 
his stock in a collapsible corporation that remains in business to earn 
the appreciation in the ordinary income assets. Here, there is no possi- 
bility of an irretrievable loss of potential ordinary income if the investor’s 
gain were taxed at capital rates; hence, the capital asset definition appears 
to be functioning properly. 

However, the Advisory Group’s recommendation (as well as existing 
law) would exact a double ordinary tax on the appreciation instead of 
one capital and one ordinary tax. This approach can be rationalized on 
two grounds: (1) the double ordinary income tax is the normal tax burden 
incurred when a corporation’s earnings are distributed as a dividend; 
(2) had the purchaser of the stock liquidated the collapsible corporation 
before the corporation realized the appreciation, there would be a 
permanent withdrawal of ordinary income from the income tax base. 
In effect, the Advisory Group would refuse to gamble with the govern- 
ment’s revenue. 


VI. CoNncLUSION 


A solution to the abstruse collapsible corporation problem is badly 
needed. The problems engendered by its indefinite scope are compounded 
by the Intenal Revenue Service’s refusal to issue revenue rulings.1*® This 


148 A tenable argument is that it is possible for even a dealer in real estate to hold 
property in which he customarily deals as investment property. See, e.g., the recent 
case of Charles E. Mieg, 32 T.C. No. 128 (Sept. 29, 1959). But the shareholder 
reference rules conceivably take this into account because the test is whether the 
asset in the shareholder’s hands would qualify as a capital asset. 

149 This indefiniteness may be beneficial to the government’s revenue. Vagueness 
and lack of finality seem to have an in terrorem effect on tax avoiders. Also, defini- 
tive rules may make tax avoidance easier by permiting advance planning. For a 
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is devastating to functional tax planning. Also, present law at times 
penalizes those using the corporate form where the corporation is found 
to be a collapsible. 

The Advisory Group on Subchapter C seeks to revamp the collapsible 
rules. Their test of collapsibility is purely objective. Given a significant 
appreciation in non-capital assets (15 percent of net worth and the ap- 
preciation of all its assets) the corporation will be considered a collapsible. 
The administrative difficulties in checking out the intent of a taxpayer are 
dispensed with. By limiting collapsible property to non-capital assets 
and by fragmenting the shareholder’s gain into ordinary income and 
capital gain the penal nature of collapsible treatment would be alleviated. 

However, the proposal is not without its drawbacks. It is immensely 
complicated. The average tax practitioner and administrator will have 
great difficulty in digesting some of its intricacies. Further, it is not as 
precise and objective as it purports to be. Even though the percentages 
are precise, their application is dependent on an unrefined science—the 
valuation of corporate assets. In terms of administrative burdens, the 
determination of the mental attitude of a taxpayer may prove to be less 
costly and time consuming than delving into the fair market value of 
such assets as options, good will, and exclusive agency contracts. 

Further objections to the proposal would be that: (1) the treatment of 
subsequent stock sales is unrealistic;° (2) it superimposes a most difficult 
factual inquiry, whether one is a dealer or an investor, onto an already 
complicated part of the tax law;'*! (3) it conceivably could permit 
significant conversions;'®? and (4) it is not completely equitable to tax- 
payers.'®8 

Thus, on the administrative and taxpaying level the Advisory Group’s 
proposal is no panacea to the immediate problems. However, from the 
broader viewpoint of long range tax policy, the proposal is an enormous 
step forward. 


Existing law concentrates on obvious tax avoiding schemes. But the 
true problem is not one of taxpayer sagaciousness. The most unknow]l- 
edgeable taxpayer can convert ordinary income into capital gain by 
selling a share of stock. This results from the malfunctioning of the 
capital asset definition. It permits a taxpayer to reclassify his non-capital 
assets by changing his legal relationship to them. The capital asset 
definition puts undue emphasis on a legal formality. 


survey of the many facets and problems of tax avoidance, see PAUL, SrupIEs IN 
FEDERAL TAXATION 9-157 (1937). 


150 See note 118 supra. 
151 See note 122 supra. 
152 See notes 91, 101, 105, 117, 121 and 124 supra. 
153 See notes 106, 120 and 127 supra. 
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The Advisory Group’s proposal is a revelation. Its genesis is the his- 
torical collapsible concept, but it ascends to a higher principle. By 
ignoring tax avoidance purposes and the separability of a corporation 
and its shareholders, and concentrating on the characterization of a cor- 
poration’s underlying property, the proposal spotlights the true evil— 
the capital asset definition. While the solution has its mechanical failures, 
the policy objectives are sound and merit thoughtful consideration. If 
adopted, the Advisory Group’s proposal would revitalize the capital 


gain-ordinary income dichotomy by giving it a broader and more sensible 
interpretation. 











NEW PROCEDURES FOR INDUSTRIAL 
SECURITY HEARINGS 


Robert W. Wise* and Nancy Lou Provost** 
I. INTRODUCTION 


Confidential information, which cannot be disclosed without endanger- 
ing national security, has been involved in every program designed to 
test the loyalty of employees working with national secrets. Since World 
War II and the ensuing “cold war”, elaborate Government security 
programs have been developed, designed to protect the internal security 
of the United States against sabotage and espionage from foreign powers." 

No program so dramatically pointed up the problems involved as the 
past Industrial Personnel Security Program? which was used to determine 
the eligibility of an employee of a government contractor to have access 
to classified defense information. Frequently the determination was made 
on the basis of information obtained from confidential sources, both 
undercover agents and casual informants.* The suspect employee was 
usually not made aware of the adverse evidence, nor given an oppor- 
tunity to confront his accusers.* 

This procedure raised an obvious conflict between the Government’s 
interest in protecting its confidential information, and the interest of the 
individual, in terms of procedural due process of law. 

President Eisenhower recently issued an Executive order® setting forth 
the procedures to be followed in any hearing on an employee’s security 
status. The purpose of this note is to examine the procedures set forth 


* Member, The George Washington Law Review; B.S., 1956, McPherson College. 


** Member, The George Washington Law Review; A.B., 1956, Pembroke College 
in Brown University. 

1 Federal Civilian Employees Loyalty Program, 64 Stat. 476 (1950), 5 U.S.C. § 22-1 
(1958) ; Industrial Personnel Security Review Regulation, 32 C.F.R. § 67 (Supp. 
1959) ; AEC Security Program, Atomic Energy Act, 68 Stat. 941 (1954), as amended, 
42 U.S.C. § 2163 (1958) ; Port Security Program, Magnuson Act, 64 Stat. 427 (1950), 
as amended, 50 U.S.C. § 191 (1958), 33 C.F.R. § 121 (Supp. 1959). 

232 C.F.R. § 67 (Supp. 1959). The program affected some 3,000,000 employees in 
private industry. Brown, LoyaLty anp Security 179-80 (1958). 

3 Report of the Commission on Government Security, S. Doc. No. 64, 85th Cong., 
Ist Sess. 237 (1957) [hereinafter cited as Commission Report]. The Commission, 
consisting of six persons from each of the two major parties; selected equally by the 
President, President of the Senate, and the Speaker of the House, was created in 1955 
pursuant to Pub. L. No. 304, 84th Cong., Ist Sess., 69 Stat. 595. Loyd Wright was 
Chairman of the Commission. 

432 C.F.R. § 67.4-5(e) (Supp. 1959). 

5 Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). The order was issued in 
response to the Supreme Court’s decision in Greene v. McElroy, 360 U.S. 474 (1959) 
which struck down the Industrial Security Program as not having been specifically 
authorized by Congress or the President. 
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in the Executive order to see whether they deviate from the procedures of 


the past program and to analyze court decisions to determine whether 
the procedures outlined in the order could meet a test of constitutionality. 


II. ProGraMs For INDUSTRIAL SECURITY 
A. History and Procedure 


Although this country has had various measures designed to protect 
government secrets from unauthorized persons,® the formal industrial 
security program is a relatively recent development. In 1948 the Army- 
Navy-Air Force Personnel Security Board was organized with the func- 
tions of granting or denying security clearance to employees working 
with classified data and suspending clearance of those industrial employees 
whose continued access to classified material was considered inimical to 
the best interests of the United States.” 


Since 1948, when the program was first formalized,® the investigative 
and hearing procedures have remained substantially the same. Subsequent 
changes have been primarily concerned with establishing one efficient 
program from the three separate service systems and establishing effective 
administrative operations. 


The Armed Forces Industrial Security Regulation (AFISR),° issued 
in 1953, provided the program with a single uniform regulation for the 
protection of classified material in the hands of private industry. 


On February 2, 1955, the Secretary of Defense issued Department of 
Defense Directive 5520.6, Industrial Personnel Security Review Regula- 
tion!® which provided for a central administration of the industrial se- 
curity program in the Office of Personnel Security Review under the 


6 40 Stat. 533 (1918), (now found in 18 U.S.C. §§ 2151-2156 (1958) ); Air Corps 
Act of 1926, ch. 721, § 10(j), 44 Stat. 780. 

7 Memorandum of Agreement between the Provost Marshal General and the Air 
Provost Marshal creating the Army-Navy-Air Force Personnel Security Board, 
Mar. 17, 1948, in Commission Report at 239. 

8 Previously informal programs had been utilized. During World War II a pro- 
gram was operated under the Provost Marshal General of the Army. When investiga- 
tion revealed good cause to suspect the employee of subversive activity, the military 
authority could request his removal from the defense plant. An effort was made to 
accomplish this with the voluntary cooperation of management and labor. It was not 
required that the nature or the source of the evidence against the employee be dis- 
closed. Commission Report 237, 238. At least one case arising under this program 
reached the courts and was decided in favor of the Government. Von Knorr v. Miles, 
60 F. Supp. -962 (D. Mass. 1945), vacated sub nom., Von Knorr v. Griswold, 156 F.2d 
287 (1st Cir. 1946). 

932 C.F.R. 88 71-75 (1954), as amended, 32 C.F.R. § 71 (Supp. 1959). Also, in 
1953 the Army-Navy-Air Force Personnel Board was abolished and replaced by 
Regional Industrial Security Boards in New York, Chicago and San Francisco. 
32 C.F.R. § 67.2-3 (Supp. 1959). 

10 Supra note 2. This regulation further established one Industrial Personnel Se- 
curity Screening Board, three Hearing Boards, and one Review Board. 
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Office of the Secretary of Defense. Before any employee was granted 
access to classified material, his background was investigated in some 
manner.'’ It was in the course of such investigations that derogatory 
information might have been received from neighbors, acquaintances and 
undercover agents, which then became part of the employee’s confi- 
dential file.’? If, after the investigation was completed, the employee’s 
clearance was denied, he could request a hearing before one of the per- 
sonnel security boards.'* 

The form of the hearing did not follow strict courtroom procedures, 
or strict rules of evidence, but adhered to the style of administrative 
hearings, and any material of probative value was considered.'* The 
regulations set forth the purpose of the hearing as allowing the em- 
ployee an opportunity to be heard and permitting the board to inquire 
fully into matters relating to the case.!® In addition, it was specifically 
stated that at no time would the employee be informed of the identity 
of confidential informants, or be given an opportunity to confront or 
cross-examine them.’* The burden of proof in the hearing appeared to 
be on the employee to show that he was entitled to clearance. The em- 
ployee could present any witnesses or other material that he wished. 

Further, the Board might examine the military department’s file prior 
to the hearings,'* and the Hearing Board might request the presence of 
witnesses, but did not have any subpoena power.'* In addition, although 
the employee received a transcript of the hearing, this did not include 


11 32 C.F.R. § 72.33 (1954). Just as there are three levels of classification of defense 
information, so are there three corresponding levels of clearance: Confidential, Secret, 
and Top Secret, which authorizes the individual receiving the clearance to have access 
to classified information up to the level of his clearance. Procedures vary in the grant- 
ing of the different types of clearance. The contractor can grant a Confidential 
clearance if the employee is a citizen of the United States, and there is no information 
known to the contractor which would indicate that the employee’s access to Confidential 
material is not clearly consistent with national security. For Secret and Top Secret 
clearances the contractor must request clearance from the Government through the 
military department. For a Secret clearance only a National Agency Check is required 
if the employee is a citizen of the United States. This consists of checking the em- 
ployee’s name with the Federal Bureau of Investigation, Assistant Chief of Staff, 
G-2, Department of the Army, Office of Naval Intelligence, Department of the Navy, 
Office of Special Investigation, Department of the Air Force and other appropriate 
government agencies. For a Top Secret clearance, the contracting military department, 
through its investigative agency, conducts a full background investigation of the em- 
ployee from Jan. 1, 1937, or from the employee’s 18th birthday to the present, which- 
ever is the shorter period. 

12 Commission Report 262; CUSHMAN, Civit LIBERTIES IN THE UNITED States 193 
(1956). 

13 32 C.F.R. § 67.4-3 (f)(2) (Supp. 1959). 

14 32 C.F.R. $8 67.4-5(a), (d) (Supp. 1959). 

15 Ibid. 

16 32 C.F.R. § 67.1-4 (Supp. 1959). 

17 32 C.F.R. § 67.4-4(b) (Supp. 1959). 

18 32 C.F.R. § 67.4-4(c) (Supp. 1959), which provides that the Board has only the 
power to request the attendance of individuals. 
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the confidential file containing the investigative reports or any information 
which might reveal the identity of confidential informants or the sources 
of confidential information.’ The practical effect of these procedures 
can best be seen by showing their actual application in Greene v. McEI- 
roy.”° 


B. Recent Cases 


Because proceedings under the industrial security programs were not 
made public, and because the results of the hearings were not published, 
there is very little information on the practical working of the program. 
Few cases arising under the programs have reached the courts. Two of 
these cases were dismissed on procedural grounds.” Two cases reached 
the Supreme Court,”* and one of these was dismissed as moot** when the 
employee’s clearance was restored by the Government. 

(1) Greene v. McElroy—The Factual Setting.*®> Greene, an engineer, 
had worked since 1937 for Engineering and Research Corporation 
(ERCO), whose business consisted primarily of manufacture and develop- 
ment of mechanical and electronic products. Following a series of actions, 
revocation of Greene’s security clearance was made final after a 1954 hear- 
ing before the Eastern Industrial Personnel Security Board. At that 
time he held the position of Vice President in charge of Engineering at 
an annual salary of $18,000. After this revocation, Greene was discharged 
from his job since his company worked exclusively on classified govern- 


19 32 C.F.R. § 67.4-5(1) (Supp. 1959). 

20 Greene v. McElroy, supra note 5. 

21 A selection of 50 cases arising under the various security programs of the Govern- 
po is made available in YARMOLINSKy, CASE STUDIES IN PERSONNEL SECURITY 
(1955). 

22 Webb v. Wilson, Civil Action No. 22638 (E.D. Pa. 1957); Cohen v. Leone, 18 
a 494 (E.D. Pa. 1955). See also Dressler v. Wilson, 155 F. Supp. 373 (D.D.C. 
1957). 

23 Greene v. McElroy, supra note 5; Taylor v. McElroy, 360 U.S. 709 (1959). 

24 Taylor v. McElroy, supra note 23. Taylor lost his job when his security clearance 
was revoked in a proceeding similar to those involved in the Greene case. After 
the Supreme Court had granted certiorari to review a judgment sustaining that action, 
his security clearance was restored, and the Solicitor General assured the Court that 
Taylor then stood in the same position as others who has been granted clearance, that 
the evidence in his file would not be used against him in the future, and that the findings 
against him had been expunged. 

52 Joint Appendix to Briefs pp. 212-485, Greene v. Wilson, reported as Greene v. 
McElroy, 254 F.2d 944 (D.C. Cir. 1958) [hereinafter cited as Joint Appendix]. 

26 Prior to 1950 Greene was granted clearance on three different occasions. His 
clearance was first revoked in 1951, but the Industrial Employment Review Board 
reinstated his clearance after a hearing in 1952. By a Department of Defense Directive 
of May 4, 1953, the Industrial Review Board was superseded by the Industrial Person- 
nel Security Boards. During the interim the secretaries of the thrée military depart- 
ments were authorized to review all pending cases. Commission Report at 248. After 
review of Greene’s case, Secretary of Navy Anderson, on the a of information 
contained in the file, revoked Greene’s clearance. Joint Appendix at 2 
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ment contracts. Thereafter, Greene was unable to obtain employment 
as an aeronautical engineer and was subsequently employed as a draftsman 
at an annual salary of $4,700. 

The most complete Statement of Reasons was given to Greene just 
prior to the 1954 hearing and it listed thirteen charges.?* This Statement of 
Reasons included some, but not necessarily all, of the information used 
against Greene and purported to be only that information “disclosure 
of which is permitted by security considerations.” 7° Presumably much 
of this information was developed during the course of a background 
investigation of Greene in accordance with security regulations then in 
effect and may have come from neighborhood acquaintances or fellow 
workers. 

During the 1954 hearing Greene explained several of the more serious 
charges contained in the Statement of Reasons and produced several 
witnesses in support of his position. The Government produced no 
witnesses. The only “evidence” introduced by the Government was 
summary reports of investigative agents, included in the confidential 
file given to the Board.*° There is every indication that the Board used 
evidence other than that given to Greene in the Statement of Reasons to 
determine his fitness for security clearance.* Moreover, the Board prob- 
ably neither knew the identity of the informants, nor questioned them at 
any time.®? 


27 The charges included the following: From 1942 to 1947 Greene was married to 
Jean Hinton Greene who allegedly was an ardent Communist during this time; that 
Greene regularly attended social functions at the Russian Embassy. Joint Appendix 
213-215. 

28 32 C.F.R. § 67.4-3(e) (Supp. 1959). 

29 During the 1954 hearing Greene explained that he had divorced his first wife in 
1947, primarily because of their divergent political views. He testified that his con- 
tacts with the Russian Embassy were all business in nature, and this was supported 
by other witnesses who told of Greene’s company’s attempts to get Russian business 
during World War II. Joint Appendix 277-97. 

30 Greene v. McElroy, supra note 5, at 479, 480. 

31 Jd. at 487. 


82 This is clear from the following testimony of Jerome D. Fenton, Director, Indus- 
trial Personnel Security, Department of Defense, before the Subcommittee on Con- 
stitutional Rights of the Senate Judiciary Committee, given on Nov. 23, 1955: 


Q. What other type of evidence is received by the Hearing boards besides the 
evidence of persons under oath? 
A. The reports from the various governmental investigative agencies. 


Q. Can you tell me what kind of help is given to the hearing board in these 
reports with respect to the matter of evaluation? What is the nature of the 
evaluation that is used for this purpose? 

A. Well, each board has a person who is called a security advisor, who is an 
expert in that particular area. Each screening board has one, and those in- 
dividuals are well-trained people who know how to evaluate reports and evaluate 
information. They know how to separate the wheat from the chaff, and they 
assist these boards. 

Q. This expert, then, has to take the report and make his own determination 
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After Greene had exhausted his administrative remedies, he brought suit 
in a federal district court for a judicial declaration that the Defense Sec- 
retary’s order denying him access to classified material was invalid. The 
district court granted the Government’s motion for a summary judg- 
ment,** and the Circuit Court of Appeals affirmed.** The lower courts 
refused to inquire into the merits of Greene’s contention that he was 
deprived of his livelihood without procedural due process such as the 
right to confront his accusers and to have access to confidential reports 
used against him. 

(2) The Green Case—The Issues and Their Resolution. The Supreme 
Court decided the case on the narrow issue that specific authorization 
from either the President or Congress is needed to operate an industrial 
security program in which an employee can be deprived of his job with- 
out the procedural safeguards of confrontation and cross-examination.®® 
It is not clear whether specific authorization is needed for any industrial 
security program or only for a program denying the rights of cross- 
examination.*® However, from the trend of the Supreme Court decisions, 
as well as in principle, it seems that any program for industrial security 
incorporating the procedures of the program then in effect should be 
declared unconstitutional. While the Court did not clarify the require- 
ments of procedural due process in the industrial security field, it indi- 
cated its concern over the procedures in the previous program by its 
extensive discussion, throughout the opinion, of confrontation and cross- 
examination.3? 


Ill. Executive Orper 10865 


On February 20, 1960, President Eisenhower issued Executive Order 
10865** authorizing the Secretary of Defense, among others, to limit 


in assisting the board as to the reliability of a witness that he has never seen, 
or perhaps hasn’t even had the opportunity to see the person who interviewed the 
witness? 

A. Well, he has nothing to do with the witness; no. 

Q. What is that? 

A. He has not interviewed the witness ; no. 


Hearings on S. Res. 94 Before a Subcommittee of the Senate Committee on the Judi- 
ciary, 84th Cong., 2d Sess. 623-624 (1955). 

33 150 F. Supp. 958 (D.D.C. 1957). 

34254 F.2d 944 (D.C. Cir. 1958). 

85 Greene_v. McElroy, supra note 5, at 493. 

36 “Whether these procedures under the circumstances comport with the Constitution 
we do not decide, Nor do we decide . . . what the limits on executive or legislative 
authority may be.” Greene v. McElroy, supra note 5, at 508. 

37 Mr. Justice Harlan recognized this in a concurring opinion: “(I]t unnecessarily 
deals with the very issue (constitutional issue) it disclaims deciding.” Greene v. 
McElroy, supra note 5, at 509. 


38 Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 
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access to classified information to those industrial employees whose 
access is clearly consistent with the national interest. It is a direct response 
to the Supreme Court’s opinion in the Greene case that congressional or 
executive authorization would be needed for an industrial security pro- 
gram. Although the order does not delineate all procedures to be fol- 
lowed in a security program, it does set forth certain safeguards which 
must be afforded an individual in any industrial security hearing. It pro- 
vides for cross-examination of Government witnesses by the employee, 
excepting confidential informants, witnesses who are unable to appear due 
to death, illness, or similar cause, and informants who are excepted for 
good and sufficient reason. 


A. Purpose of the Order 


The prime purpose is to authorize an industrial security program. 
However, at the very beginning it is stated, “it is a fundamental principle 
of our Government to protect the interests of individuals against un- 
reasonable or unwarranted encroachment.” *® The foreword to the order 
recognizes the necessity for the United States to protect itself from un- 
authorized disclosures of classified information, but it is significant that 
the interests of the individual are made explicit, thus setting the tenor for 
the order, which deals exclusively with rights of the “applicant” to a fair 
hearing. 

Under the order an applicant cannot be denied access to classified 
information unless he has been afforded a hearing at which he can be 
represented by counsel,*® and during which he is permitted to cross- 
examine persons either orally or through written interrogatories.*! The 
order, however, does set forth some restrictions on the right of cross- 
examination.*? Although the previous program under Department of 
Defense Directive 5520.6 contained similar provisions for notice and 
hearing, and representation by counsel, it did not provide for cross- 
examination and confrontation of government witnesses.** A section of 
the prior program which outlined the order of the hearings did mention 
that government witnesses, if any, would appear first.4* However, since 


39 Foreword to Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). Compare, Fore- 
word to Exec. Order No. 10450, 18 Fed. Reg. 2489 (1953), for the Federal Civilian 
Employee Loyalty Program, which said, in part: “[AJll persons . . . privileged to be 
employed in . . . Government be adjudged by mutually consistent and no less than 
minimum standards and procedures ... .” 


40 Section 3(5), Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 
41 Section 3(6), Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 
42 Section 4, Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 
43 32 C.F.R. § 67.1-4 (Supp. 1959). 
44 32 C.F.R. § 67.4-5(g) (Supp. 1959). 
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this program excepted from disclosure all confidential informants,** the 
usual practice was that no government witnesses testified at the hearing.** 

An effect of this procedure was to put the burden of proof on the em- 
ployee to show he was entitled to clearance. To accomplish this, he had 
to rebut information which was never disclosed to him. In direct de- 
parture from this prior procedure, the order can be read as a general 
directive that the department concerned should present witnesses and 
documents tending to prove that clearance should be denied or revoked. 
Supporting this interpretation is the fact that the order deals exclusively 
with the rights of the employee to confrontation, and the strong statement 
in the order that the interests of the individual must be protected. Further, 
the order provides that every effort must be made by investigative agen- 
cies to bring forth witnesses, as well as stating that if a witness is an 
employee of the federal government, his department must make every 
effort to have him at the hearing. The limitations on cross-examination 
must be read with the tenor of the Executive order in mind. 


B. Cross-Examination of Regularly Established Intelligence Personnel 


Provision is made for protecting the identity of the “confidential in- 
formant who has been engaged in obtaining intelligence information for 
the Government”, if such “disclosure would be substantially harmful to 
the national interest.” **7 Such a determination must be made by the head 
of the department supplying the information, and must be certified by 
him to the department or person conducting the hearing. This provision 
definitely includes the “undercover” agent, and probably will include all 
governmental intelligence agents. 

A finding that disclosure would harm the national interest would be 
tantamount to a claim, in the courts, of governmental privilege based on 
national security. It is a well-established rule that this privilege will be 
honored,*® but this does not usually relieve the Government of proving 
its case by other witnesses. Whether the Government will have to sup- 
port its position with other non-secret testimony in security hearings is 
not certain. As noted previously, the tenor of the order is that the 
Government must do so. 

It is submitted that the order would more effectively protect the in- 


45 32 C.F.R. § 67.1-4 (Supp. 1959). 

46 A collection of cases in YARMOLINSKY, CASE STUDIES IN PERSONNEL SECURITY 
(1955) indicates that in most cases the Government presents no witnesses. One writer 
has stated: “Many find it hard to believe that the national security requires the 
Government never to reveal the identity of amy accuser.” (All italicized in original.) 
CusHMan, Civit Liperties IN Unitep States 193 (1956). 

47 Section 4(a) (1), Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 

48 United States v. Reynolds, 345 U.S. 1 (1953). See Sanford, Evidentiary Privi- 
leges Against the Production of Data Within the Control of the Executive Department, 
3 Vanp. L. Rev. 73 (1949). 
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terests of an individual if the term “confidential informant” were quali- 
fied by the phrase “regularly established.” This is the terminology used 
by the Commission on Government Security,*® and refers to only those 
agents who are full-time employees of the government investigative agen- 
cies. Confidential informant could include lay “stool pigeons” sometimes 
used by investigators.®° J. Edgar Hoover has indicated that the FBI would 
treat these lay informants as confidential informants within the scope of 
the present provision.* 

On the other hand, the necessity under this provision that a finding 
must be made that disclosure of a confidential informant would endanger 
the national security might prevent abusive use of the provision to cloak 
in secrecy neighbors or fellow workers of the employee. Further, an 
agent who has left undercover work might even be called to testify under 
the limitation of this section. 

It will be necessary to await actual operation of the new program 
to see how this provision will work, but it appears that the order, at least 
in this section, affords greater protection to the employee than the past 
program. 


C. Further Limitations on the Right of Cross-Examination 


The Executive order further provides that the applicant will not be 
allowed to cross-examine those persons who are unable to appear due to 
death, severe illness, or similar cause. In addition, an informant will be 
excepted from cross-examination for a cause determined by the head of a 
department to be good and sufficient. However, before information from 
any of these excepted sources can be considered by the hearing officer 
or board, the head of the department or his special designee must deter- 
mine that such information appears accurate, reliable, and material, and 
that failure to consider it would be substantially harmful to the national 
security. A determination of non-disclosure under these exceptions is 
not based on the privilege of national security, in contrast to section 
4(a)(1), relating to confidential informants. 

When the person does not appear as a witness because of death, illness 


49 Commission Report 658. The Commission has recommended: “Confrontation of 
regularly established confidential informants engaged in obtaining intelligence . 
information for the Government should not be allowed where the head of the investiga- 
tive agency determines that the disclosure of the identity of such informants will 
prejudice the national security.” Commission Report at 66, The Commission further 
recommended that derogatory information from lay informants should not be considered 
unless the informant was subject to cross-examination by the employee. Commission 
Report at 67. 

50 For a discussion of informants, see BonTEcou, THE FEDERAL EMPLOYEE LOYALTY 
ProcrRaM 132 (1953); Emerson AND Haser, PoLiticaAL AND Civit RIGHTS IN THE 
Unitep States 611 (1958). 


51 Statement of J. Edgar Hoover to Loyalty Review Board (operating under Exec. 
Order No. 9835), 1947, in Commission Report at 657. 
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or similar cause, his identity as well as the information he supplied must 
be made known to the applicant. It is submitted that the applicant should 
be allowed to introduce testimony bearing on any matter which might 
affect the reliability and veracity of this information, although the order 
does not so provide. Such a provision would protect the applicant from 
an adverse security determination based on information supplied by 
malicious persons who held a grudge against him. The exceptions of 
death, illness, or similar cause would appear to be reasonable, although it 
is not clear what “similar cause” might include. Because of its conjunc- 
tion with death or severe illness it might possibly be restricted to other 
physical disabilities. 

The exception to cross-examination for a cause determined to be good 
and sufficient by the head of the department®* may well prove to be an 
escape clause allowing all informants to be cloaked in secrecy. Signifi- 
cantly, if an informant is not subjected to cross-examination under this 
exception the order does not provide that his identity or the information 
supplied must be made known to the applicant. This provision is so 
broadly worded that it seems impossible to enumerate all the informants 
who might be included within its terms. However, it might include the 
person who discloses information to the investigative agency only upon 
the assurance that he will not be identified or required to appear at a 
hearing.* The reliability of the information from a person who is 
reluctant to meet the applicant face to face is questionable. 

The Government has argued that sources of information would be 
fewer if supplying derogatory information meant that the informant 
would have to testify openly at a hearing.®* The answer to this argument 
has been that anonymity “is an open invitation to scandal mongers, crack- 
pots, and personal enemies” ** to supply derogatory information. Per- 
haps the most effective refutation of the reliability of this type of infor- 
mation has been President Eisenhower’s famous Abilene Code: 


In this country, if someone dislikes you or accuses you he must come 


52 Section 4(a) (2) (A), Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 
53 Section 4(a) (2) (B), Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 


54 The investigative agencies wish to honor the condition of confidence imposed by 
the informant : 


The third type of informant is the nextdoor neighbor or fellow employee... . 
[I]f that person says he wants to be kept confidential we must not use his name. 
. .- Now the only other [sic] alternative . . . we will instruct our agents before 
they go into interview that they advise the person that anything he says he must 
be prepared to testify to. I frankly don’t believe we will get any information in 
that way. .. . J. Edgar Hoover, appearing before the Loyalty Review Board, 
supra note 51. 


55 Brief for Respondents, p. 106, Peters v. Hobby, 349 U.S. 331 (1955). 


58 Statement of American Jewish Congress to Commission on Government Security 
(1957), reprinted in part in Commission Report at 662. 
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up in front. He cannot hide behind the shadow. He cannot assassi- 
nate you or your character from behind, without suffering the 
penalties an outraged citizenry will impose.** 


Ata later time, President Eisenhower, in a press conference, indicated that 
the identity of undercover agents should not be disclosed.** 

The application of this clause would probably be restricted by the 
courts to exceptional situations, not covered by other provisions of the 
order. In Joint Anti-Fascist Refugee Committee v. McGrath, the Su- 
preme Court held that the intent of an Executive order authorizing the 
Attorney General to establish a listing of subversive organizations indi- 
cated that a hearing was necessary before an organization’s name could be 
placed on the list, even though, the order did not specifically provide for 
a hearing. In two cases under the Federal Civilian Employee Loyalty 
Program, the Supreme Court has strictly construed the Executive order 
involved. In Peters v. Hobby,® the Executive order was read as limiting 
the review of an appeal board to determinations which denied clearance. 
One effect of the Court’s decision in Cole v. Young* was to restrict 
application of the federal loyalty program to sensitive positions in Govern- 
ment. 

The intent of the present Executive order seems quite clear. The order 
states that the interest of individuals must be protected against unreasonable 
encroachment by the Government. Further, the order provides that so 
far as national security permits the investigative agency must cooperate 
in identifying and making available for cross-examination all informants.* 
In addition, if the informant is an employee of the Government, his de- 
partment must cooperate in making him available as a witness.** The 
order clearly grants the applicant a reasonable right of cross-examination 
which would not be accomplished if the department heads included within 
the good and sufficient provision al] other informants not specifically 
provided for. The purpose of this order is more readily apparent when 
it is contrasted with prior industrial security programs which denied any 
right of cross-examination. If the President intended to continue that 
program he would not have been so forceful in instructing department 
heads to make informants available for cross-examination. 

57 Remarks of President Eisenhower on receiving America’s Democratic Legacy 
Award at the 40th Anniversary Dinner of the Anti-Defamation League, Nov. 23, 1953, 
quoted in Mr. Justice Frankfurter’s dissenting opinion in Jay v. Boyd, 351 U.S. 345, 
373 (1955). 

58 N. Y. Times, Mar. 17, 1955, p. 18, col. 5. 

59 341 U.S. 123 (1951). 

60 Cole v. Young, 351 U.S: 536 (1956) ; Peters v. Hobby, 349 U.S. 331 (1955). 

61 Supra note 60, 

62 Supra note 60. 

63 Section 6, Exec. Order No. 10865, 25 Fed. Reg. 1583 (1960). 

64 Ibid. 
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In examining the order’s provisions for cross-examination it must be 
remembered that the hearing boards do not have power to subpoena 
witnesses, but can only request them to appear at the hearing. This may 
diminish the effectiveness of the order’s provisions for confrontation. 
However, it would be necessary for Congress to grant subpoena power 
to the hearing boards. For example, the Atomic Energy Commission has 
been authorized by statute to issue subpoenas in connection with its 
security investigations.® Following the Supreme Court decision in Greene 
v. McElroy,® several bills were introduced in Congress to provide for an 
industrial security program.® One of these bills®** provided that the hear- 
ing officer might issue subpoenas to compel the attendance of witnesses or 
production of other evidence. It is submitted that congressional action to 
provide subpoena power should be taken to secure the individual an effec- 
tive right of cross-examination. 


D. Parallels to the Revised Port Security Program 


Prior to the decision in Parker v. Lester, Coast Guard regulations 
provided that the Commandant of the Coast Guard could deny access to 
any port, by not issuing a credential card, to any person whose character 
and habits of life were inimical to the interests of the United States.7° If 
a seaman or waterfront worker is denied entry to a port area, he is unable 
to follow his chosen trade,” and is effectively denied any rights to private 
employment. Under the initial Port Security Program, the seaman was 
granted a hearing, but he was not informed of adverse evidence, nor 
confronted with any witnesses.’* As these provisions were similar to the 
previous industrial security program, so were other features of the Port 
Security system.’* However, the authority of the Commandant of the 


65 68 Stat. 921 (1954), 42 U.S.C. 2201 (c) (1958). 
66 360 U.S. 474 (1959). 


67S. 2314, 86th Cong., Ist Sess. (1959); S. 2392, 86th Cong., Ist Sess. (1959) ; 
S. 2416, 86th Cong., Ist Sess. (1959) ; H.R. 6866, 86th Cong., Ist Sess, (1959); H.R. 
8121, 86th Cong., Ist Sess. (1959). 

68 S. 2314, 86th Cong., Ist Sess. (1959). 

69 227 F.2d 708 (9th Cir. 1955). 

7015 Fed. Reg. 9327 (1950). 

71 See discussion on this point in Brown and Fassett, Security Tests for Maritime 
Workers: Due Process under the Port Security Program, 62 Yate L.J. 1163, 1164, 
1174-75 (1953). 

Under the Industrial Security Program an employee is denied access to classified 
data. It is possible that he could continue working for his employer in a job that did 
not involve classified data. In a great many situations, however, the entire plant, such 
as an electronics firm, will be working with classified data. Also, because of the nature 
of their field, nuclear physicists, or aeronautical engineers, often can not follow their 
calling without security clearance. 

7215 Fed. Reg. 9327, 9329, §$§ 121.23(c), 121.29(c) (1950). See, Brown and Fassett, 
supra note 71, at 1178. 

73 For a complete review of the standards, screening, and review procedures of the 
Port Security Program, see Brown and Fassett, supra note 71, at 1174-1182. 
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Coast Guard to deny access to suspect individuals was derived not only 
from departmental regulations, but also from statute,” implemented by 
an Executive order,”* in contrast to the prior industrial security program. 


The 9th Circuit Court of Appeals decision in Parker v. Lester™ declared 
the Port Security Program then in operation unconstitutional. The basis 
for the decision was that the security determinations must afford the sea- 
man procedural due process, as he had a right to private employment. The 
court held that not informing the seaman of adverse evidence and the 
identity of informants was denial of due process.” 

Subsequent to this decision, the Port Security regulations were changed 
to afford greater protection to seamen. Among the new provisions were 
the following: (1) initial notice denying clearance shall include pertinent 
information as to names, dates and places in such detail as to permit rea- 
sonable answer; (2) applicant may cross-examine any witnesses offered 
in support of such denial; (3) every effort should be made to produce 
material witnesses to testify in support of the reasons set forth in the 
Notice of the Commandant, in order that such witnesses may be con- 
fronted and cross-examined by the applicant or holder.”® 

Although the Port Security Program contemplates that some informa- 
tion will not be disclosed to the applicant, the regulations do not provide 
any standards for determining what information is confidential and what 
information can be disclosed. The Executive order for a new industrial 
security program details the standards to be used in deciding what infor- 
mation or witnesses must remain confidential. Further, the order provides 
that final denial of clearance shall include a statement of reasons, and the 
decision of each hearing officer, as to each allegation, while the revised 
Port Security regulations are silent on this point.” 

Few facts are presently available on the operation of the new Port 
Security regulations.® At least one case under the new system has reached 


74 64 Stat. 427 (1950), 50 U.S.C. § 191 (1958). 
7 Exec. Order No. 10173, 15 Fed. Reg. 7005 (1950). 
76 227 F.2d 708 (9th Cir. 1955). 


77 The Solicitor General’s decision not to appeal the Parker case may indicate that 
the Government thought the seamen should have an opportunity to meet adverse 
evidence. Davis, Requirement of a Trial-Type Hearing, 70 Harv. L. Rev. 193, 239 
(1956). However, after the decision in Parker, the Government did not want to give 
clearance to the seamen plaintiffs, but desired to keep their status in abeyance until 
the seamen could be screened under new regulations. The decree finally entered by the 
court contained the following proviso to be put on the questioned seamen’s validated 
documents: “issued pursuant to decree of United States Court for the Northern 
District of California, July 12, 1956, and to be given the same effect as all similar 
documents issued without such order.” Lester v. Parker, 235 F.2d 787, 789 n.1 (9th 
Cir. 1956). 

78 33 C.F.R. §$ 121.11(a), 121.15(c), 121.19(f) (Supp. 1959). 

79 33 C.F.R. § 121.19(m) (Supp. 1959). 


80 Total figures for the applications for validated documents processed by the U.S. 
Coast Guard are as follows: 
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the courts, but it involved the relevancy to a denial of a credential card of 
a seaman’s refusal to answer questions on the application for a card.§ The 
development of the Port Security problems does show that apparently a 
security check can be operated even if the Government must reveal some 
sources of information. Experience with the revised Port Security regula- 
tions affording limited confrontation undoubtedly encouraged the Execu- 
tive to design a new industrial security program allowing even greater 
protection to the individual. 


IV. THe REQUIREMENT OF PRocepURAL DUE 
Process in Securtry HEARINGS 


The main issue in loyalty-security hearings has been the use of confi- 
dential informants. Whether procedural due process requires that an 
employee be apprised of all adverse evidence has not been decided. While 
use by the Government of confidential reports and informants in criminal 
trials is not permitted,*? a claim of executive privilege is allowed in civil 
actions between third parties,** or where the Government is the de- 
fendant.** Admittedly, the criminal rationale that it is unfair to begin 
prosecution of a defendant, and then withhold relevant information, is 
not applicable to civil cases. However, some courts have extended the 
criminal rule to administrative hearings.* 


1950— 99,181 (four months) 1956— 24,276 

1951—169,458 1957— 29,565 

1952— 69,673 1958— 17,777 

1953— 43,263 1959— 19,968 

1954— 23,308 1960— 7,975 as of April 30, 
1955— 22,299 1960 


It can be observed that the initial program was handicapped by an exceedingly large 
number of applicants, all the then waterfront workers and seamen. From that time, it 
seems that only new workers have been applying for validated documents. Figures 
from the Office of the Commandant, U.S. Coast Guard, Washington, D. C. 

81 Graham vy. Richmond, 272 F.2d 517 (D.C. Cir. 1959). 

82 In Roviaro v. United States, 353 U.S. 53 (1957), the Court held that a defendant 
was entitled to know the name of the informant used by federal narcotics agents, when 
such information was necessary to prepare his defense. Jencks v. United States, 353 
U.S. 657 (1957) permitted a defendant to first examine confidential FBI reports for 
purposes of cross-examination of FBI agents. A statute passed by Congress following 
this decision provides that the presiding judge shall first examine the reports for 
relevancy. 18 U.S.C. § 3500 (1958). See also United States v. Beekman, 155 F.2d 
580 (2d Cir. 1946) ; United States v. Andolschek, 142 F.2d 503 (2d. Cir. 1944). 

83 Boske v. Comingore, 177 U.S. 459 (1900). See Sanford, Evidentiary Privileges 
Against the Production of Data Within the Control of Executive Departments, 3 
Vanp, L. Rev. 73 (1949). 

84 United States v. Reynolds, 345 U.S. 1 (1953) ; Totten v. United States, 92 U.S. 
105 (1875) ; Bank Line Ltd. v. United States, 163 F.2d 133 (2d Cir. 1947) ; Cresmer 
v. United States, 9 F.R.D. 203 (E.D.N.Y. 1949). See also 25 Ops. Atty Gen. 326 
(1905) ; Sanford, supra note 83. 

85 In Communist Party v. Subversive Activities Control Board, 254 F.2d 314 (D.C. 
Cir. 1958), it was stated at 328: 

The opinion of the Supreme Court in the Jencks case, as we read it, is based 
upon the elementary proposition that the interest of the United States is that 
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One measure for determining whether procedural due process is neces- 
sary in administrative hearings has been the right-privilege distinction. 
Supposedly, if the subject matter of the hearing involved a constitutionally 
protected right of the individual, procedural due process was necessary. 
The converse would be applicable if the subject matter is only a privi- 
lege.*¢ 

1 is a settled question that the right to private employment is con- 
stitutionally protected. In 1915 the Supreme Court in Truax v. Raich* 
said: 


It requires no argument to show that the right to work for a living 
in the common occupations of the community is of the very essence 
of the personal freedom and opportunity that it was the purpose of 
the Amendment to secure.*® 


In certain respects this statement was dictum. However, the Court cited 
this case in Greene v. McElroy* as holding there was a right to private 
employment. 

A more affirmative decision on this point is Parker v. Lester.® As noted 
previously, seamen who were denied identification cards for entrance to 
a port area under the Port Security Program were, in fact, denied the 
right to follow their chosen trade. The court had no difficulty in finding 
that the liberty of a seaman to follow his chosen employment was a right 
clearly entitled to constitutional protection.” 

Using the right-privilege theory, it would then follow that procedural 
due process is essential in industrial security hearings. The Executive 
order provides all essential elements of due process, except for allowing 
limited use of confidential reports.*? However, in cases involving national 


justice be done. The same elementary proposition applies here and leads to the 
same result. 
See United States v. Jacobson, 154 F. Supp. 103, 106 (W. D. Wash. 1957). 
86 Davis, supra note 77, at 222-62. 


87 239 U.S. 33 (1915). On the other hand, it has been held that Government em- 
ployment is a privilege. McAuliffe v. Mayor, City of New Bedford, 155 Mass. 216, 29 
gd (1892). See The “Right” to a Government Job, 6 RUTGERS L. Rev. 451 
(19 

88 Truax v. Raich, supra note 87, at 41. 

89 Supra note 66, at 492. 

90 Supra note 69. 


91 In another recent case involving a federal loyalty security program, it has been 
determined that the federal government can deny entrance to federal property, in this 
instance a naval installation, without a hearing. However, this problem is more closely 
analogous to the problems of the Federal Civilian Employee Loyalty Program than to 
situations where the Government is interfering with the relationship of private employer 
and his employee. Cafeteria Workers v. McElroy, No. 14689, D.C. Cir., April 14, 1960, 
reversing on rehearing No. 14689, D.C. Cir., Aug. 21, 1959. On the earlier decision, 
see 28 Geo. Wash. L. Rev. 653 (1960). 


92 Essentials of a hearing are: (1) An opportunity must be given to explain or re- 
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security interests, it appears that the right-privilege dichotomy has not 
been the measure, but that the Court has measured the harm caused the 
individual by the loyalty determinations.*%* Reluctant to sweep aside 
security systems, the Court’s procedure has been to administer de facto 
due process. 


In Bailey v. Richardson,* it was held that since government employ- 
ment was a privilege, Miss Bailey was‘not entitled to know the confidential 
information or sources used in deciding her security status. Yet in two 
Jater cases under the Federal Civilian Employee Loyalty Program,*® the 
Court neither discussed whether public employment was a right or 
privilege, nor discussed the problems of procedural due process in 
security hearings. However, in both cases petitioners were granted the 
relief requested by a close reading of the applicable statutes, executive 
orders, and regulations. While the security program was left intact, it 
was limited by Cole v. Young® to sensitive positions. In Peters v. 
Hobby,” the appeal procedure was limited to review of adverse decisions 
on the request of the employee. 


Confidential reports on a person’s subversive activities or character 
traits are used not only in loyalty-security determinations, but also in 
other administrative actions. The more significant of these other actions 
are immigration proceedings and passport denial hearings. While com- 


but any adverse evidence; (2) adverse evidence must be made known to the party in 
interest ; (3) cross-examination of adverse witnesses must be afforded; and (4) findings 
must be based on evidence submitted at the hearing. Reilly v. Pinkus, 338 U.S. 269 
(1949) ; Morgan v. United States, 304 U.S. 1 (1938); Ohio Bell Tel. Co. v. Public 
Utilities Commission, 301 U.S. 292 (1937); Southern Ry. v. Virginia, 290 U.S. 190 
(1933). 

Executive Order 10865 allows the applicant to present all relevant information. 
Since the order provides for cross-examination, with certain exceptions, not only 
would the third principle listed above be complied with, but also the applicant would 
be apprised of evidence adverse to him, and the findings of the hearing officer or board 
would probably be based on the evidence submitted at the hearing. Inasmuch as the 
order excepts some information from disclosure and cross-examination, in some cases 
the last three principles would not be fulfilled. 

93 For a discussion of the dissolution of the right-privilege dichotomy, see Brown 
& Fassett, supra note 71, at 1192; Davis, supra note 77, at 222-33 

The Court termed the injury caused by loyalty hearings a “badge of infamy” in 
Wieman v. Updegraff, 344 U.S. 183 (1952), referred to in Peters v. Hobby, supra note 
60. In Joint Anti-Fascist Refugee Committee v. McGrath, supra note 59, at 141, the 
Court noted a “right of a bona fide charitable organization to carry on its work, free 
from defamatory statements.” In Greene v. McElroy, supra note 66, at 493 n. 22, the 
Court recognized the “substantial injuries” caused Greene by the Government's action. 
See also 100 U. Pa. L. Rev. 274 (1951). 

94182 F.2d 46 (D.C. Cir. 1950), aff'd by an equally divided court, 341 U.S. 918 
(1951). 

95 Cole v. Young, supra note 60; Peters v. Hobby, supra note 60. For other cases 
treated similarly, see Service v. Dulles, 354 U.S. 363 (1957) ; Kutcher v. Higley, 235 
F.2d 505 (D.C. Cir. 1956) ; Burrell v. Martin, 232 F.2d 33 (D.C. Cir. 1955) ; Kutcher 
v. Gray, 199 F.2d 783 (D.C. Cir. 1952) ; Deak v. Pace, 185 F.2d 997 (D.C. Cir. 1950). 

96 Supra note 60. 

97 Supra note 60. 
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parison of these latter proceedings to industrial security matters may be 
unwarranted,®* the problems in all these situations are related to the 
right-privilege dichotomy, and procedural due process in administrative 
hearings. Similarly it seems that the Court has used the same method in 
determining all these matters. The problems have been approached not 
from the viewpoint of rigid rules, but through a process of weighing 
the harm caused the individual against the danger to national security.” 
However, in most of these matters the Court has left intact the security 
procedures which protected confidential informants, but nevertheless 
granted relief to the individual petitioners.’ 


The withholding of confidential FBI reports, which were used as 
“evidence,” has been sanctioned in one administrative action. 


In United States v. Nugent,‘ the Court held that an applicant for con- 
scientious objector draft exemption has no right to inspect the FBI reports 
on his background during a Department of Justice hearing. However, this 
hearing did not end in a final decision on the applicant’s status, but only in 
a recommendation to the Selective Service Appeal Board. In addition, the 
draft exemption is not a matter of right,’® but of legislative grace,}% 
while it seems settled that there is a constitutionally protected right to 
work. The court in Nugent held that the applicant for draft exemption 


98 The comparison may be unwarranted since entrance to the United States has been 
termed a privilege, United States ex rel. Knauff v. Shaughnessy, 338 U.S. 537, 542 
(1950), and a matter of legislative grace, Shaughnessy v. United States ex rel. Mezei, 
345 U.S. 206, 216 (1953), while the industrial security program infringes on the right 
to private employment. Although the right to travel has been held a “liberty”, Shacht- 
man v. Dulles, 225 F.2d 938, 941 (D.C. Cir. 1955), it would seem to be more tenuous 
than the right to work. 

99 In alien or resident alien proceedings, the Court has permitted the use of undis- 
closed material in proceedings which denied entry to a war bride and in proceedings 
which excluded a one-time resident alien who had left this country for 19 months. 
United States ex rel. Knauff v. Shaughnessy, supra note 98; Shaughnessy v. United 
States ex rel. Mezei, supra note 98. However, the Court has held that confidential use 
of the Attorney General’s list of “unsavory characters” as a basis for a determination 
in deportation hearings creates an arbitrary presumption. Here the alien, admittedly 
within this country illegally, had to prove the alleged use of the list. United States 
ex rel. Accardi v. Shaughnessy, 347 U.S. 260 (1954). 

100 In recent passport cases the Court has struck down the passport denial pro- 
cedures as unauthorized, just as in Greene v. McElroy, supra note 66, it put aside 
the industrial security program as unauthorized. Kent v. Dulles, 357 U.S. 116 (1958) ; 
Dayton v. Dulles, 357 U.S. 144 (1958). Although the Kent case involved the use of 
standards which might deny first amendment rights, the Dayton case concerned the 
use of confidential reports and informants. The confidential evidence remained secret, 
but Kent, Briehl, and Dayton all received passports. See Beliefs, Associations, and 
Passports: Recent Cases and Proposed Legislation. 27 Gro. Wasu. L. Rev. 77 (1958). 

101 346 U.S. 1 (1953). See discussion of this case in Brown and Fassett, supra note 
71, at 1194. 

102 346 U.S. at 9. 

103 The Court in the Nugent case, supra note 101, at 9-10 found the conscription 
power to be part of Congress’ war power, and implied that Congress, as a matter of 
grace, allowed exemption for conscientious objectors. Accord, United States v. 
MacIntosh, 283 U.S. 605, 623-24 (1930). 
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was entitled to only a “fair resume” of the confidential FBI reports. The 
Court has followed the Nugent holding in a subsequent similar case, 
Simmons v. United States.* Here, the Court defined “fair resume” as a 
statement so detailed that the applicant will be able to rebut it. 
While in all of these cases the various security systems of the federal 
government have been left intact, and the identity of the informants has 
been protected, no definite guidelines for what constitutes procedural 
due process in security determinations have been laid down. Relief has 
been granted in cases where the Court decided it was warranted, without 
examination of the rights or privileges involved. Although the rationale 
for the criminal rule is not applicable to security hearings, it seems unduly 
harsh to require only the fair resume as set forth in the Nugent case. 
Indeed, the Court in the Greene case indicated that more than a fair 
resume would be needed, at least in industrial security hearings. 


Certain principles have remained relatively immutable in our 
jurisprudence. One of these is that where government action seri- 
ously injures an individual, and the reasonableness of the action 
depends on fact findings, the evidence used to prove the Govern- 
ment’s case must be disclosed to the individual so that he has an 
opportunity to show that it is untrue. . . . [The] Court has been 
zealous to protect these rights from erosion. It has spoken out not 
only in criminal cases . . . but also in all types of cases where ad- 
ministrative and regulatory action were under scrutiny.’ 


Since the Greene case was the zenith of a long line of cases pointing 
up the conflict between security interests and an individual’s interest, the 
language from the opinion above will be looked to for acceptable stand- 
ards. One interpretation might be that the Government must present 
sufficient evidence to prove its case, as well as sufficient evidence to enable 
the suspect to prepare a defense. Undoubtedly, the Court will, in future 
cases where confidential reports, or security matters are involved, deter- 
mine each case on an ad hoc basis. Certainly, the Court will closely 
examine any security program to see what measure of protection it affords 
the individual. If sufficient protection is found, though not strictly con- 
forming to due process standards, the form of the hearing, and probably a 
limited use of confidential reports will be upheld. 


V. CONCLUSION 


The order does contain some questionable sections, such as the excep- 
tion to cross-examination for reasons found to be “good and sufficient.” 





104 348 U.S. 397 (1955). 
105 Greene v. McElroy, supra note 66, at 496. 
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Under this provision the department heads could continue the inadequacies 
of the past programs. Since the tenor of the Executive order is to provide 
a substantial factual record by granting the employee a limited right 
of confrontation, the order should meet with judicial approval. The 
significance of the order lies in the attempt of the Executive department 
to define acceptable limits and procedures in this difficult constitutional 
area. 


eee 


CASE NOTES 


ADMIRALTY—COLLISION—INTERNATIONAL RULES 16 AND 18 APPLIED TO 
VesseLs Usinc Rapar—Weyerbauser Steamship Co. v. United States, 
174 F. Supp. 663 (N.D. Calif. 1959). 


Two vessels in international waters, each aware of the other’s presence 
by means of radar, met on Opposing courses in dense fog and collided. 
One vessel had turned to port instead of to starboard as required by the 
International Rules of the Road when meeting end on,' and neither vessel 
had stopped her engines on first hearing the other’s fog signal forward 
of the beam.” Held, the visual rule for meeting applies when two vessels 
“see” each other by radar, and “ascertainment” of a vessel’s position by 
radar justifies not complying with the technical requirement that engines 
be stopped. 

The first statute adopting international rules for preventing collision 
was enacted in 1864. These rules did not define “end on” * and did not 
require stopping when hearing a fog signal ahead.’ The 1885 revisions 
defined “end on” * and the requirement for stopping engines was added 
in 1890.7 Since then the rules covering these situations have remained sub- 
stantially the same and are now Rules 18° and 16.° 

The courts have continuously held that Rule 18 does not apply when 
the vessels are unaware of each other’s courses.'® A port to port passing 
is not required in fog even when Rule 18 is augmented by the rule re- 
quiring vessels to keep to the starboard side of a narrow channel.’! The 


1 Rule 18, 65 Stat. 417 (1951), 33 U.S.C. § 146b (1958) “(a) When two power 
driven vessels are meeting end on, or nearly end on, so as to involve risk of collision, 
each shall alter her course to starboard, so that each may pass on the port side of the 
other... . The only cases to which it [the rule] does apply are . . . by day, each vessel 
sees the masts of the other in a line, or nearly in a line, with her own; and by night, 
sae in which each vessel is in such a position as to see both sidelights of the 
other.” 

2Rule 16, 65 Stat. 417 (1951), 33 U.S.C. § 145n (1958) “(b) A power-driven 
vessel hearing, apparently forward of her beam, the fog signal of a vessel the position 
of which is not ascertained, shall . . . stop her engines. . . .” 

3 Act of April 29, 1864, ch. 69, 13 Stat. 58. 

4 Act of April 29, 1864, ch. 69, art. 13, 13 Stat. 60. 

5 GrirFin, THE AMERICAN Law oF CoLLision 314 (1949) ; Act of April 29, 1864, ch. 
69, art. 16, 13 Stat. 61. 

6 Act of March 3, 1885, ch. 354, art. 15, 23 Stat. 441. 

7 Act of August 19, 1890, ch. 802, § 1, art. 16, 26 Stat. 326. 

8 Supra note 1. 

9 Supra note 2. 

10 The Grenadier v. The August Korff, 74 Fed. 974 (E.D. Penn. 1896) ; Erie R.R. 
v. The Invader, 159 F.2d 648 (2d Cir. 1947). 

11 The George F. Randolph, 200 Fed. 96 (S.D.N.Y. 1912); Rule 25, 65 Stat. 419 
(1951), 33 U.S.C. § 146i (1958). 


[ 905 ] 
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visual rules have been held not applicable where, because of wartime 
blackout conditions, one vessel pee see the other but could not be seen 
herself.’? The rationale has been stated to be that those persons in charge 
of the blacked out ship have no reason to believe that the other ship is 
aware of her presence, and thus the other vessel’s actions can not be 
predicted.1* Where it is not known that both vessels have sufficient aware- 
ness of each other the situation is one in which the rules governing 
“special circumstances” '* apply.® 

Prior to the enactment of the statutory requirement that engines be 
stopped’* (present Rule 16) the courts held that vessels approaching each 
other in fog had a duty to stop if uncertain as to the other vessel’s posi- 
tion,’? although yd did not require that the engines be stopped when 
the fog signal was first heard.® The revised statutory rule received earl 
approval by the courts. An argument that a clear knowledge of the 
direction from which a fog signal is coming constitutes ascertainment was 
rejected, the court stating that the rule imposes an imperative duty to 
stop in all cases of danger to avoid leaving too much to the navigator’s 
discretion.”° This position was closely followed,” and approved by the 
Supreme Court in 1917.7" In order to be “ascertained”, the course and 
speed of the other vessel, as well as position, must be precisely known.” 
An English court has held that the position is not ascertained until it is 
known that both vessels can proceed without risk of collision.” 

The International Convention for the Safety of Life at Sea of 1948 ex- 
pressed the opinion that the observance of the existing rules should not 
be modified by the use of radar,?° and the committee investigating the 
Stockholm-Andrea Doria collision in 1956 stated that any changes to the 
rules at this time, to reflect the use of radar, would be premature.” The 
initial proposals of the United States Government for revising the 1948 


Convention recommended clarifying “in sight” to mean visual contact 


12 Publicover v. Alcoa S.S. Co., 168 F.2d 672 (2d Cir. 1948). 
13 Anglo-Saxon Petroleum Co. v. United States, 88 F. Supp. 158 (D.Mass. 1950). 


14 Rule 27, 65 Stat. 419 (1951), 33 U.S.C. § 146k (1958) ; Rule 29, 65 Stat. 419 
(1951), 33 U.S.C. § 147a (1958). 


15 Pyblicover v. Alcoa S.S. Co., supra note 12; Erie R.R. v. The Invader, supra 
note 10. 


16 Supra note 7. 

17 The Martello, 153 U.S. 64 (1894). 

18 The Umbria, 166 U.S. 404 (1897) ; The Ludvig Holberg, 157 U.S. 60 (1895). 
19 The Georgic, 180 Fed. 863 (S.D.N.Y. 1910). 

20 The El Monte, 114 Fed. 796, 800 (S.D.N.Y. 1902). 


21 The Silver Palm, 94 F.2d 754 (9th Cir. 1937), cert. denied, United States v. 
Silver Line Ltd., 304 U.S. 576 (1938); The Beaver, 219 Fed. 134 (9th Cir. 1915), 
aff'd sub nom. Lie v. San Francisco & Portland S.S. Co., 243 U.S. 291 (1917). 

22 Lie v. San Francisco & Portland S.S. Co., supra note 21. 

23 Afran Transport Co. v. A/S Sneffon, 274 F.2d 469 (2d Cir. 1960). 

24 Nippon Yusen Kaisha v. China Navigation Co., [1935] A.C. 177, 182. 

25 Recommendation 19 in [1953] Am. Mar. Cas. 83. Observance of Rule 16 was 
particularly stressed. 

26 H.R. Rep. No. 2969, 84th Cong., 2d Sess. 10 (1957). 
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without the aid of radar, and to require stopping engines when the fog 
signal of a vessel not “in sight” is heard forward of the beam.?7 

The courts have been primarily concerned with the obligation to use 
radar if the vessel is so equipped, and the dictum of a recent case 
discusses the possible future requirement that a vessel have suitable radar 
in an operating condition to be considered seaworthy.”® No general solu- 
tion of the problem of the applicability of the sales where vessels are 
using radar seems possible until vessels can employ radar with the knowl- 
edge that others are also being guided by it.*° 

United New York Sandy Hook Pilots Ass'n v. Den Norske Ameri- 
kalinje A/S** is the only prior United States case examining the question 
of whether the position of the other vessel was sufficiently “ascertained” 
to justify not stopping the engines. This case arose before the invention 
of radar and involved a collision between an inbound vessel and the pilot 
boat approaching to put a pilot aboard. Neither the course nor speed of 
the pilot boat was known and the initial position was only assumed, al- 
though correctly so. The court relied heavily on the unique circumstances 
including knowledge of the customary procedures followed in transfer- 
ring pilots to inbound vessels. 

Collisions occurring in feg are closely analogous to those involving 
blacked out ships since in both situations the vessels are not visible to 
each other until they are in close proximity. United States v. The Austra- 
lia Star’? involved a collision between two blacked out vessels, one of 
which was equipped with radar. The court held that the visual rules did 
not apply and stated that the fact that one vessel was aware of the other 
by means of radar had no relevance, since no one aboard the other vessel 
had any knowledge that the former was so equipped.** Although the defi- 
nition of “ascertained” was not in issue, the district court found that the 
course and speed of another vessel can be determined more accurately by 
radar than visually.** This point was corrected on appeal. The court 
stated that radar could only give general information about the past action 
of the other vessel, not her present heading, and that her course can be 
more promptly and accurately determined visually.** 


In a recent case, The Prins Alexander,®* the influence of radar on the 


27 U.S. Coast Guard, Initial Proposals of the Government of the United States for 
the Revision of the 1948 Convention of Safety of Life at Sea, 22 August 1959. 

28 Gi_moreE & BLacK, ADMIRALTY 422 (1957). 

29 Afran Transport Co. v. A/S Sneffon, supra note 23, at 474. 

30 GirmoreE & BLACK, op. cit. supra note 28, at 423. 

31 United New York Sandy Hook Pilots Ass’n v. Den Norske Amerikalinje A/S, 
121 F.2d 304 (2d Cir. 1941), cert. denied, 314 U.S. 684 (1941). 

32 United States v. The Australia Star, 172 F.2d 472 (2d Cir.), cert. denied, 338 
U.S. 823 (1949). 
88 172 F.2d at 474. 
34 The Hindoo, 74 F. Supp. 145, 148 (S.D.N.Y. 1947). 
35 United States v. The Australia Star, supra note 32, at 476 n.2. 
36 The Prins Alexander, [1955] 2 Lloyd’s List L. R. 1. 
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meaning of “ascertained” was thoroughly considered during the trial* 
and on appeal.** The House of Lords adopted the definition that position 
is not “ascertained” unless both vessels can proceed without risk of colli- 
sion, and while conceding that the proper use of radar might meet this 
test, stated that it “clearly did not do so” *° in the case at bar. 

The blackout cases were not cited in the instant case. The court dis- 
tinguished a case involving a collision in fog which held the visual rules 
inapplicable*® because only one vessel was equipped with radar and aware 
of the other. It is submitted that the court erred in holding that the visual 
rules apply where both vessels are aware of each other, and that the 
correct test should be that each vessel has reason to believe that the other 
is also aware of her and can thus predict future maneuvers. Where there 
is no valid reason to rely on the other vessel making effective use of radar 
the situation should be one of “special circumstances.” ** 

It is also submitted that the court erred in holding the positions to be 
“ascertained”. The holding in United New York Sanay Hook Pilots Ass'n 
v. Den Norske Amerikalinje A/S* is distinguishable by the uniqueness 
of the circumstances, especially since the two vessels were attempting to 
meet instead of trying to avoid each other. This decision was not cited 
by the court in the instant case. As pointed out in United States v. The 
Australia Star,** radar can only give information about the past actions 
of the other vessel, not her present course and speed. The definition 
adopted in The Prins Alexander* is the better rule. This definition is 
based on the absence of risk of collision; therefore, wherever a collision 
occurs it would appear that this test of ascertainment has not been met. 

Even with properly operating radar and qualified personnel to interpret 
the information presented, there is an inherent delay in obtaining knowl- 
edge of the other vessel’s actions. A rule allowing the vessels to continue 
to approach each other without slacking speed during this delay can only 
tend to increase the risk of collision. Since the purpose of the Rules of 
the Road is to prevent collision, any judicial interpretation should favor 
that construction which is most likely to achieve this result. Radar, when 
properly operating and correctly interpreted, is an invaluable aid in 
avoiding collisions at sea, but it is not a substitute for the strict observance 
of the Rules of the Road and its use should not infringe upon them. 


Alfred F. Bridgman, Jr. 





37 The Prins Alexander, [1953] 1 Lloyd’s List L. R. 301. 

38 The Prins Alexander, [1954] 1 Lloyd’s List L. R. 281. 

39 The Prins Alexander, supra note 36, at 8. 

40 Borcich v. Ancich, 191 F.2d 392 (9th Cir. 1951), cert. denied, 342 U.S. 905 (1952). 
41 Supra note 14. 


42 United New York Sandy Hook Pilots Ass’n v. Den Norske Amerikalinje A/S, 
supra note 31. 


43 United States v. The Australia Star, supra note 32. 
44 The Prins Alexander, supra note 36. 
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ConFiicr oF Laws—In PEersonaM JuRISDICTION Over NoNnRESIDENT Cor- 
PORATIONS—T rippe Manufacturing Co. v. Spencer Gifts, Inc., 270 F.2d 
821 (7th Cir. 1959). 


Plaintiff, an Illinois corporation, brought suit in the Northern District 
of Illinois charging the defendant with unfair competition. Defendant, 
a New Jersey corporation engaged in the mail order business, had its 
sole place of business in Atlantic City. Since defendant could not be 
served in Illinois, plaintiff obtained an order for summons to issue under 
Rule 4(d)(7) of the Federal Rules of Civil Procedure; the summons was 
forwarded to Atlantic City and there served on the defendant, who filed 
a motion to quash the service and dismiss the action for want of jurisdic- 
tion, inasmuch as it neither had agents nor was licensed to do business 
in Illinois. The district court denied defendant’s motion but granted an 
appeal from the interlocutory order on the question of jurisdiction.? 
Plaintiff contended that because of defendant’s activities in “ye its 
catalogs into Illinois, it had submitted itself to the jurisdiction of the 
court under Section 17 of the Illinois Civil Practice Act.2 Held, order 
reversed; the mere mailing of catalogs into a state does not constitute that 
“minimal contact” with the state which is essential to the conferring of 
jurisdiction on the basis of transacting business therein. 

Historically, a court’s jurisdiction in an in personam action was premised 
on its de facto control over the person’s body.* With the change from 
arrest to simple notice of the institution of litigation by summons, a pera a 
with respect to the extra-territorial exercise of personal jurisdiction might 
have been expected. But courts persisted in equating in personam jurisdic- 
tion to physical control over the defendant, and this concept as ?P lied 
to non-residents became a part of the requirement of due process of law.® 
Subsequently, court-developed fictions gave rise to new doctrines of “con- 


1Fep. R. Civ. P. 4(d) (7) provides for service in manner prescribed by the laws of 
the state in which made. 

228 U.S.C. § 1292 (1) (1958). 

3 Tur. Rev. Srat., ch. 110, § 17(1) (1957) provides in part: 


Any person, whether or not a citzen or resident of this State, who in person or 
through an agent does any of the acts hereinafter enumerated, thereby submits 
said person, and, if an individual, his personal representative, to the jurisdiction 
of the courts of this State as to any cause of action arising from the doing of 
any of said acts: 
(a) The transaction of any business within this State; 
(b) The commission of a tortious act within this State... 
Subsection (d) pertains to any party contracting to insure any person, property or 
risk within Illinois. 
4The idea that in personam jurisdiction is predicated upon physical control over 
the defendant dates back to that period of English law when civil actions were com- 
menced by the arrest of the defendant under a capias ad respondendum, a writ direct- 
ing the sheriff to seize the defendant’s body. If the defendant could not be arrested, 
process could not be served and the court could not acquire personal jurisdiction over 
him. As the power of arrest stopped at state lines, in effect so did in personam juris- 
diction. 9 HotpswortH, History oF EnciisH Law 250-254 (1926). 


5 Pennoyer v. Neff, 95 U.S. 714 (1877). 
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sent,” ® “doing business” * and “presence” ® which circumvented the re- 
quirement of being physically found within the jurisdiction of the court. 

In International Shoe Co. v. State of Washington the Supreme Court 
set aside these fictions as well as the requirement of physical control and 
said that due process requires only that a person not found within the 
territory of the forum have such minimum contacts with it so that the 
exercise of jurisdiction does not offend “traditional notions of fair play 
and substantial justice.”® Soliciting insurance policies and receiving 
premiums through the mails has been deemed such contact as to give 
jurisdiction under a state statute without offending the concept of due 
process,'® and in McGee v. International Life Insurance Co. mimimum 
contact requirements were also held to be met where an out-of-state 
insurance company solicited only one policy by mail and received pre- 
miums therefrom for a number of years, there being a state statute’? 
conferring jurisdiction. However, in Hanson v. Denckla’® Florida courts 
were held not to have jurisdiction over a trust company whose only 
contact with the state was the mailing of the income from a trust, the 
corpus of which was in Delaware, to the settlor-beneficiary residing in 
Florida. 

It is within the discretionary power of a state’s legislature to provide 
jurisdiction over non-residents, and the failure to do so does not con- 
stitute a denial of due process.’* Should an action be brought against a 
non-resident, foreign corporation in a federal court, the court must look 
to the state law to ascertain whether or not it has jurisdiction. 


The comments of the joint committee which drafted the revision of the 
Illinois Civil Practice Act reveal’* that section 1717 was a wholly new 
section, designed to expand the in personam jurisdiction of the Illinois 
courts over non-residents having such contacts, ties or relations with the 
state as to bring it within the rule laid down in the International Shoe case. 
Since the adoption of the 1955 revision of the Act, the Illinois courts have 
applied and given effect to the intent of the legislature. In the leading 


6 Hess v. Pawloski, 274 U.S. 352 (1927). Accord, Lafayette Ins. Co, v. French, 59 
U.S. 404 (1855). 


7 Barrow S.S. Co. v. Kane, 170 U.S. 100 (1897). 
8 Philadelphia & Reading Ry. v. McKibbin, 243 U.S. 264 (1917). 
® 326 U.S. 310, 316 (1945). 
— Health Ass’n v. Virginia ex rel. State Corp. Comm’n, 339 U.S. 643 
11 355 U.S. 220 (1957). 
12 Cat. Ins. Cope §§ 1610-1620, 
18 357 U.S. 235 (1958). 
14 Missouri Pac. R.R. v. Clarendon, 257 U.S. 533, 535 (1922). 
15 Kansas City Structural Steel Co. v. Arkansas, 269 U.S. 148 (1925). 


16 Trt. ANN. Stat., ch. 110, § 17, p. 164 (Smith-Hurd 1956). See generally, O’Con- 
nor and Goff, Expanded Concepts of State Jurisdiction over Non-Residents: The 
Illinois Revised Practice Act, 31 Notre DaME Law 223 (1956). 


17 Supra note 3. 
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case of Nelson v. Miller,'* the Illinois Supreme Court noted that “Sections 
16 and 17 of the Civil Practice Act reflect a conscious purpose to assert 
jurisdiction over non-resident defendants to the extent permitted by the 
due process clause.” 

In the latest case to apply Section 17 of the Illinois Civil Practice Act, 
Grobark v. Addo Machine Co.,?° the defendant, pursuant to orders re- 
ceived by mail, sold plaintiffs machinery, delivering it to an independent 
carrier in New York. The Illinois Supreme Court held this to be a pur- 
chase-sale transaction with independent businessmen”! who sold their own 
merchandise in Illinois and said, citing Hanson, that the defendant 
had not had that contact with the territory of Illinois which would justify 
a finding that it had submitted to the jurisdiction of the Illinois courts. 

In the instant case the court found that the defendant did not have 
the “minimal contacts” which are essential to a finding of transacting busi- 
ness under the Illinois statute, citing Grobark as controlling.*8 

However, Grobark may be distinguished from the present case on its 
facts. There the defendant manufacturer solicited no business within 
Illinois, received no direct remuneration from sales made within the state, 
and had in fact no contact with the state itself. It simply sold outright 
its products to the plaintiffs over whom the court found it exercised no 
control in the distribution of its products. In the instant case, the de- 
fendant did not sell to independent businessmen, but mailed its catalogs 
directly to Illinois residents, soliciting their patronage and rig | their 
orders. From the movement of its merchandise into the state the defend- 
ant received direct economic benefit, and although it maintained no 
agents in the state, it continually exercised control of the distribution of 
its merchandise. 

No Illinois court has purported to apply Section 17(1)(a) if the de- 
fendant, either in person or by agent, has never entered Illinois to transact 
the business out of which the cause of action arose.2* With no case con- 


181] Ill. 2d 378, 143 N.E.2d 673 (1957). Cf. Berleman v. Superior Distrib. Co., 
17 Ill. App. 2d 522, 151 N.E.2d 116 (1958), where the appellate court said: “The new 
jurisdictional yardstick announced by the United States Supreme Court was adopted 
by the Illinois Legislature in its revision of the Civil Practice Act in 1955.” 

19 11 Ill. 2d at 384, 143 N.E.2d at 679. (Emphasis added.) 

20 16 Ill. 2d 426, 158 N.E.2d 73 (1959). 

21 See generally, Wing v. Challenge Mach. Co., 23 F.R.D. 669 (S.D. Ill. 1959). 
Another case holding that if the alleged agent is actually independent, as in the ordi- 
nary wholesale-retail relationship, the activities of the retailer cannot constitute doing 
business by the wholesaler is Guile v. Sea Island Co., 66 N.Y.S.2d 467 (Sup. Ct. 
1946) (local corporation soliciting guests for defendant’s resort hotel). Cf. Minnesota 
Mining & Mfg. Co. v. International Plastic Corp., 159 F.2d 554 (7th Cir. 1947) (dis- 
tributor’s place of business not defendant’s place of business within patent infringement 
venue statute). 

22 Td. at 432, 158 N.E.2d at 79. 

23 270 F.2d at 823. 

24 Insull v. New York World-Telegram Corp., 172 F. Supp 615, 630 (N.D. Il. 
1959). But see Grobark v. Addo Mach. Co., supra note 20, and E. Film Corp. v. United 
Feature Syndicate, Inc., 172 F. Supp. 277 (N.D. Ill. 1958), cited therein for the 
proposition that where the courts have denied its application, they have done so for 
that very reason. 
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trolling, the court should have looked to the intent of the Illinois legisla- 
ture in adopting Section 17 and the interpretation given to that intent 
by the Illinois courts. The legislative intent as construed and applied by 
these courts was to adopt the liberal position of the U. S. Supreme Court 
with respect to jurisdiction over non-residents as its own.” Therefore, 
a proper disposition of the instant case would have necessitated a deter- 
mination of whether, in view of the International Shoe, McGee and 
Hanson decisions, the defendant had maintained such a relationship with 
the state that the exercise of jurisdiction would not violate due process. 


The court in the instant case said by way of dictum, and without com- 
ment, that the doctrine of the McGee case had been limited by Hanson 
to the insurance field.2* But it is difficult to understand how the court 
arrived at such a conclusion. That portion of the opinion in Hanson 
apparently. relied upon by the present court®? would seem to mean only 
that when jurisdiction is sought to be applied in this area, it must be 
specifically provided for by state legislation. Indeed, the three cases 
cited following this portion of Hanson reveal that, although in all 
three jurisdiction over non-residents was found to exist by virtue of 
special statutes, only one of those statutes regulated insurance;?* the 
others dealt with securities*® and non-resident motorists.2° And in the 
McGee case the Court in no way intimated that the doctrine of Interna- 
tional Shoe as applied to the transaction of business by mail was restricted 
to insurance contracts. 


The Supreme Court has recognized that the carrying on of business 
by mail across state lines is an important part of the economic and com- 
mercial evolution that has brought about the modern-day concept of 
expanded state jurisdiction over non-residents.*t Moreover, the facts in 
the instant case would certainly seem to warrant a finding of “substantial 
connection” with the State of Illinois according to the criteria laid down 
by the Court in McGee. The solicitation, the promotion, the advertising, 
the making of the offers of sale, and the subsequent receipt of merchan- 
dise took place in Illinois. Thus, there was contact with the state; and in 
view of the more limited contact in McGee, which met the due process 
test of International Shoe,** the court would have been justified in finding 


25 See note 18 supra. 

26 270 F.2d at 822. 

27 357 U.S. at 252: 

This case is also different from McGee in that there the State had enacted 

special legislation (Unauthorized Insurers Process Act) to exercise what McGee 
called its ‘manifest interest’ in providing effective redress for citizens who had 
been injured by non-residents engaged in an activity that the State treats as 
exceptional and subjects to special regulation. 

28 Travelers Health Ass’n v. Virginia ex rel. State Corp. Comm’n, supra note 10. 

29 Henry L. Doherty & Co. v. Goodman, 294 U.S. 623 (1935). 

80 Hess v. Pawloski, supra note 6. 

31 McGee v. International Life Ins. Co., supra note 11, at 223. 

82 [T]o the extent that a corporation exercises the privilege of conducting activities 

within a state, it enjoys the benefits and protection of the laws of that state. 
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that, here too, the defendant’s activities substantially met that test. Fur- 
thermore, the considerations which have previously led the Supreme 
Court to manifest its concern over the probability that the injured indi- 
vidual would be precluded from seeking redress in a foreign tribunal are 

resent in the instant case.°4 

Therefore, it is submitted that transacting business by the mailing of 
catalogs into a state is sufficient contact with that state to meet the re- 
quirement of due process and is a basis upon which a state might con- 
stitutionally assert its jurisdiction over a non-resident corporation. The 
Ninth Circuit has apparently recognized this.** Accordingly, the court 
in the instant case should have given effect to the avowed intent of Illinois 
to assert jurisdiction whenever constitutional and affirmed the decision of 
the district court. 


Raymond Stevens Smethurst, Jr.* 


ConsTITUTIONAL Law—Court-MartiAL JurispicTion Over Civivians IN 
ForeIiGN Countries DurinG PeacetimMe—Kinsella v. Singleton, 361 US. 
234 (1960), McElroy v. Guagliardo, 361 U.S. 281 (1960), Grisham v. 
Hagan, 361 U.S. 278 (1960), Wilson v. Boblender, 361 U.S. 281 (1960). 


A civilian wife of an American soldier and three civilian employees of 
the armed forces, each a United States citizen stationed abroad, were tried 
by general court-martial under Article 2(11) of the Uniform Code of 
Military Justice. The wife and two employees were found guilty of 


The exercise of that privilege may give rise to obligations, and, so far as those 
obligations arose out of or are connected with the activities within the state, 
a procedure which requires the corporation to respond to a suit brought to en- 
force them can, in most instances, hardly be said to be undue, 
326 U.S. at 319. (Emphasis added.) See also Milliken v. Meyer, 311 U.S. 457 (1940), 
where a similar benefit—burden standard was applied to a sojourning resident. 


33 The Court has noted that claims of individual residents against a foreign corpo- 
ration might not be large enough to justify the trouble and expense of bringing suit 
in the jurisdiction of the corporation’s domicile, thus rendering it judgment proof, 
while the local courts could be at all times available to the corporation to enforce 
whatever obligations it might have. McGee v. International Life Ins. Co., supra note 
11, at 223; Travelers Health Ass’n v. Virginia ex rel. State Corp. Comm’n, supra 
note 10, at 648. 

34L. D. Reeder Contractors of Ariz. v. Higgins Indus., 265 F.2d 768, 773 (9th Cir. 
1959), citing Jurisdiction Over Nonresident Corporations Based on a Single Act: A 
New Sole for International Shoe, 47 Gro. L. J. 342, 351-52 (1958). 

*Winner, 1960 ANNUAL Geo. WasH. L, Rev. Recent Case Note Competition for 
prospective members of the Law Review Staff. 

1Art 2. The following persons are subject to this chapter... . 

(11) Subject to any treaty or agreement to which the United States is or may 

be a party or to any accepted rule of international law, persons serving with, 

employed by, or accompanying the armed forces outside the United States and 

outside the following: that part of Alaska east of longitude 172 degrees west, 

the Canal Zone, the main group of the Hawaiian Islands, Puerto Rico, and the 
Virgin Islands. 

A § 802 (1958). (Uniform Code of Military Justice is hereinafter cited as the 

MJ.) 
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non-capital offenses, and one employee was found guilty of a capital 
offense. In each case, the accused objected to trial by court-martial 
because for civilians the Constitution required indictment by a grand jury, 
and trial by an impartial petit jury in a duly constituted federal court. 
Upon return to the United States after having been convicted and sen- 
tenced, each sought release by habeas corpus in a federal district court. 
The wife and one of the two employees convicted of non-capital offenses 
were released,’ while the remaining two were not.t The cases were 
brought to the Supreme Court for review on writs of habeas corpus. Held, 
trial by court-martial of dependents or civilian employees accompanying 
the Armed Forces abroad during peacetime, and charged with either capi- 
tal or non-capital offenses, is unconstitutional.® 

The United States Constitution provides that one accused of a crime 
by the federal government has a right to a grand jury indictment,® to a 
trial by jury, and to have compulsory process for obtaining witnesses in 
his favor.” Neither presentment nor indictment is required in “cases aris- 
ing in the land and naval Forces,” § and Congress has the power to provide 
that military personnel may be tried without a jury,® although members 
of the armed forces have the right of compulsory process for obtaining 
witnesses.!° It has been held thac in time of war the armed forces can 
assert court-martial jurisdiction over its civilian employees."! In 1916 
Congress gave authority to courts-martial to try civilians serving with, 
employed by, or accompanying the armed forces outside the jurisdiction 
of the United States during peacetime,” although a leading authority on 


2 The Singleton case involves a civilian dependent tried for a non-capital offense. An 
American civilian wife of an American soldier stationed in Germany was found guilty 
of manslaughter, by a general court-martial. The Guagliardo and Wilson cases involve 
civilian employees of the military tried for non-capital offenses. Guagliardo, an 
American civilian employed as an electrical lineman by the Air Force at Nouasseur 
Air Base in Morocco, was found guilty by a general court-martial of conspiring 
to commit larceny. Wilson, a civilian auditor employed by the Army and stationed in 
Berlin, was convicted by a general court-martial on a plea of guilty to three acts of 
sodomy. The Grisham case involves a civilian employee of the military tried for a 
capital offense. Grisham, an American civilian employed as a cost accountant by the 
Army in France, was found guilty of the capital offense of premeditated murder, by a 
general court-martial. Kinsella v. Singleton, 361 U.S. 234, 260 (1960) (separate 
opinion). 

3 Singleton v. Kinsella, 164 F. Supp. 707 (S.D.W.Va. 1958) ; United States ex rel 
Guagliardo v. McElroy, 259 F.2d 927 (D.C. Cir. 1958). 

4 Wilson v. Bohlander, 167 F. Supp. 791 (D. Colo, 1958) ; Grisham v. Taylor, 261 
F.2d 204 (3d Cir. 1958). 

5 Kinsella v. Singleton, 361 U.S. 234 (1960) ; McElroy v. Guagliardo, 361 U.S. 281 
(1960) ; Grisham v. Hagan, 361 U.S. 278 (1960) ; Wilson v. Bohlender, 361 U.S. 281 
(1960). 

6U.S. Const. amend. V. 

7U.S. Const. amend. VI. 

8 U.S. Const. amend. V. 

9In re Waidman, 42 F.2d 239, 240-41 (D. Me. 1930); Ex parte Quirin, 317 U.S. 
1, 43 (1942) (dictum). 

10 UCMJ art. 46, 10 U.S.C. § 846 (1958). 

11 Hines v. Mikell, 259 Fed. 28 (4th Cir.), cert. denied, 250 U.S. 645 (1919). 

12 Art. of War 2(d), 39 Stat. 650 (1916). 
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military law had stated that the Sixth Amendment precluded subjecting 
civilians to courts-martial in peacetime.’* It was held that civilian pay- 
master clerks, for purposes of court-martial, were in military service,'* 
and in World War I and II, trial by courts-martial of civilians overseas 
was upheld,’ but trial by a military commission in the United States of 
a civilian charged with acts of disloyalty in an area where the civil courts 
were open and functioning was held to be invalid under the Fifth and 
Sixth Amendments.!* 


An American citizen abroad is not protected by the United States 
Constitution when tried in and by a foreign tribunal, for the foreign nation 
has exclusive jurisdiction to punish offenses committed within its territory 
unless it has given its consent—by treaty or by waiver—to jurisdiction of 
another sovereign.’? However, the United States may have concurrent 
jurisdiction over crimes committed outside the United States,1* and for 
certain purposes may impose penalties on United States citizens abroad.'® 
The United States in order to avoid trial of its citizens in unfamiliar for- 
eign courts, with possible harsh and oppressive punishments, has entered 
into treaties securing for its citizens the*right to trial in tribunals estab- 
lished by the United States according‘ to American law.2° A murder 
conviction of an American seaman by a U. S. consular tribunal in Japan 
was upheld even though there was no indictment or jury trial, on the 
grounds that the constitutional guarantees did not extend beyond the 
United States.** The Supreme Court upheld the refusal of Congress to 
provide indictment and jury trial in territorial possessions, holding that 
the locality, not citizenship status, determined whether the Constitution 
is applicable.?* 

In Duncan v. Kahanamoku two civilians living in Hawaii were arrested 
and tried by a military tribunal, although neither man had any connection 
with the military nor had either committed crimes which were military 
offenses. Upon an examination ef the circumstances which existed in 
Hawaii following Pearl Harbor, the Supreme Court held that the au- 
thority which Congress had granted to the Territorial Governor to declare 


martial law “in case of rebellion, or invasion, or imminent danger there- 


13] WinTHROP, MILITARY LAW AND PRECEDENTS 143 (2d ed. 1896). 


14 Jy re Thomas, 23 Fed. Cas. 931 (No. 13,888) (N.D. Miss. 1869) ; Johnson v. 
Sayre, 158 U.S. 109 (1895). 


15 Perlstein v. United States, 151 F.2d 167 (3d Cir. 1945), dismissed as being moot, 
sub nom. Perlstein v. Hyatt, 328 UiS. 822 (1946) ; McCune v. Kilpatrick, 53 F. Supp. 
80 (E.D. Va. 1943) ; Hines v. Mikell, supra note 11. 


16 Ex parte Milligan, 71 U.S. (4 Wall.) 2 (1866). 

17 The Schooner Exchange v. McFaddon, 11 U.S. (7 Cranch) 116 (1812). 
18 Regina v. Anderson, 11 Cox Crim. Cas. 198, 204 (1868) (by implication). 
19 Blackmer v. United States, 284 U.S. 421 (1932). 

20 See In re Ross, 140 U.S. 453, 468 (1891). 

21 In re Ross, supra note 20, at 465. 


22 E.g., Balzac v. Porto Rico, 258 U.S. 298 (1922); Dorr v. United States, 195 
U.S. 138 (1904) ; Hawaii v. Mankichi, 190 U.S. 197 (1903) ; cf. Downes v. Bidwell, 
182 U.S. 244 (1901). 
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of,” did not warrant the trial of civilians by military tribunals so long 
as the civil courts were open.” 

In Toth v. Quarles,* a former airman was tried by court-martial after 
discharge for an offense committed while still on active duty. The 
Supreme Court held that the court-martial was unconstitutional because 
civilians are entitled to the benefits and safeguards provided by Article 
III courts. 

The Court held that even though Toth was in the Air Force when the 
crime was committed, the important factor was his civilian status at the 
time of the trial. The Court restricted the Congressional power “to make 
Rules” to regulate “the land and naval Forces” to persons who were ac- 
tually “members or part” of the armed forces.?® 

In Reid v. Covert*® and Kinsella v. Krueger** civilian dependents of 
American servicemen were tried under Article 2(11) of the UCMJ for 
murdering their husbands. The wives claimed that they were not subject 
to military jurisdiction because they were civilians and that Article 2(11) 
so far as it applied to civilian dependents of the armed services was 
unconstitutional, because it did not provide for indictment or trial by 
jury. The Court in an opinion by Mr. Justice Clark held that there was 
no constitutional defect in Article 2(11) because the power to provide 
legislative courts outside of the United States without constitutional safe- 
guards had been established,?* and Congress had the power to choose the 
type of court, so long as due process was given. The court-martial was 
held to provide due process, and the constitutionality of Article 2(11) 
was upheld. Mr. Justice Frankfurter reserved his opinion,?® and Justices 
Warren, Black, and Douglas dissented on the grounds that the military 
was given powers not hitherto thought consistent with the requirements 
of the Constitution.*° Because of the importance of the cases and because 
they were decided during the closing days of the term, Mr. Justice Harlan 
moved to reopen the cases at the beginning of the next term, and Reid v. 
Covert and Kinsella v. Krueger were consolidated and reheard. 

Mr. Justice Black, joined by Justices Warren, Douglas and Brennan, 
wrote the opinion for the Court, holding that when the United States acts 
against its civilians abroad, it can do so only in accordance with all the 
limitations imposed by the Constitution.*! The reliance on cases involving 
the consular courts was repudiated as a relic of a bygone era®? and cases 
involving civil courts established in U. S. possessions were held to provide 





23 327 U.S. 304 (1946). 

24 350 U.S. 11 (1955). 

25 Toth v. Quarles, supra note 24, at 15. 
26 351 U.S. 487 (1956). 

27 351 U.S. 470 (1956). 

28 Id. at 478-79. 

29 Jd, at 481 (reservation of Frankfurter). 
30 Jd. at 486 (dissenting opinion). 

31 Reid v. Covert, 354 U.S. 1 (1957). 

32 Jd. at 12. 
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no support for the extension of military jurisdiction to civilians.3* The 
Court also held that the necessary and proper clause could not be used to 
expand the category of persons serving in the “land and naval Forces” 
by merely deeming it necessary and proper to place civilians within the 
“land and naval Forces.” ** In arriving at the decision, the Court relied 
heavily on past decisions® limiting extensions of military jurisdiction. 
Justices Frankfurter and Harlan, in separate opinions, concurred in the 
result, but upon the narrow ground that Article 2(11) was unconstitu- 
tional only insofar as it gave military courts jurisdiction to try civilian 
dependents for capital crimes in time of peace.** Justices Clark and Burton, 
in dissent, found Article 2(11) to be constitutional.27 Thus, six of the 
Justices agreed that civilian dependents accompanying military personnel 
abroad could not be subjected to court-martial for capital offenses in time 
of peace.** 

The question of the proper forum to try non-capital offenses committed 
by dependents, and all offenses committed by civilian employees attached 
to the military abroad remained unsettled until the instant cases. In these 
four cases a clear majority of the Court has held that civilians are pro- 
tected by the specific provisions of Article III and the Fifth and Sixth 
Amendments of the Constitution, and that criminal prosecutions and con- 
victions by courts-martial are not constitutionally permissible. Mr. Justice 
Clark, who wrote the opinions in the instant cases, had voted for full 
military jurisdiction of employees and dependents in Reid v. Covert,® 
but now voted for no military jurisdiction over civilians, holding that the 
test for jurisdiction is whether the person charged can be regarded as 
within the “land and naval Forces.” # He held that having argued in 
Reid v. Covert that there was no constitutional distinction between capital 
and non-capital offenses, the government was estopped to argue otherwise 
in these cases.*? 

In Duncan v. Kahanamoku,* and Toth v. Quarles,* as well as the land- 
mark case of Ex Parte Milligan,** the Court, in determining whether 
military tribunals had jurisdiction, looked to the availability of civil 
tribunals which provided Constitutional safeguards. However, the instant 
cases consider the problem of availability of civil tribunals irrelevant in 


33 Td. at 14. 

34 Td. at 30. 

35 Ex parte Milligan, supra note 16; Toth v. Quarles, supra note 24. 
36 Reid v. Covert, supra note 31, at 46, 65. 

37 Id. at 78. 


38 Four Justices joined in an opinion announcing the judgment, two concurred in the 
result, and two dissented. Mr. Justice Whittaker, having joined the Court subsequent 
to the first argument and decision in this case, took no part. 


39 Reid v. Covert, supra note 31, at 78 (dissenting opinion). 
40 Kinsella v. Singleton, 361 U.S. 234, 243 (1960). 

41 Id. at 241-43. 
42 Supra note 23. 
43 Supra note 24. 
44 Supra note 16. 
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the light of the Constitutional requirement of trial by jury, and hold that 
even though a civil tribunal may not be readily available, civilians may 
not be tried by the military. 

The result of the instant cases is that military courts are without power 
to try any of the almost half-a-million American civilians*® accompanying 
or serving with United States military forces abroad.*® It has been sug- 
gested that special courts might be set up in the United States to try 
offenses committed by civilians accompanying the armed forces, but 
problems involving jurisdiction of the foreign sovereign,** the substantive 
law to govern the trial,** extradition,*® compulsory process of witnesses 
as well as others are likely to arise.5° Other suggestions have been to 
establish courts which — full constitutional rights in the foreign 
country* or to send a federal district judge on circuit to military bases 
abroad.®* However, it is doubtful that a foreign sovereign would permit 
the existence of a complete American judicial system on its soil.** The 
practical effect of this decision is to subject United States citizens stationed 
abroad with the military to trials by foreign courts which may fail to 
protect rights guaranteed by the United States Constitution.™ 

The instant cases create new problems for the Department of Defense, 
but this does not derogate the propriety of the decision. However, it 
remains to be seen whether or not the instant result, decided in the interest 
of protecting constitutional rights, has given to American citizens stationed 
abroad with the military more protection than they enjoyed before, or 
whether it will result in trials of American citizens in foreign tribunals 
which do not afford the constitutional guarantees which these decisions 
seek to protect. 


Bruce S. Mencher 


45 Brief for Petitioner, p. 71, McElroy v. Guagliardo, 361 U.S. 281 (1960). As of 
March 31, 1959, there were 25,585 American civilian employees and 455,086 American 
dependents accompanying the armed forces abroad. Ibid. 


46 Agreement Among the Parties to the North Atlantic Treaty Regarding the 
Status of Their Forces, June 19, 1951, [1953] 2 U.S.T. & O.1.A. 1792, TIAS No. 
2846. At present the status-of-forces agreements give military authorities the right 
to exercise jurisdiction only over “persons subject to military law.” Ibid 


47 Comment, 71 Harv. L. Rev. 712, 724 (1958). 
48 Id. at 723. 

49 Id. at 723-24. 

50 Note, 19 La. L. Rev. 190, 195 (1958). 

51 [bid. 

52 Comment, 71 Harv. L. Rev. 712, 725 (1958). 
53 Note, 19 La. L. Rev. 190, 196 (1958). 


54 For discussion of limitation or abandonment of jury trial by other countries see, 
Belli, Japanese Law, 11 Hastincs L. J. 130 (1959); Ensor, Courts & JupDGEs IN 
France, GERMANY, AND ENGLAND 33, 61 (1933); CLaceTT, ADMINISTRATION OF 
Justice In Latin America 116-22 (1952). 
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FEDERAL INCOME TaxATION—MULTIPLE CorPORATIONS—DISALLOWANCE OF 
Depuctions, Crepits, AND ALLOWANCES, James Realty Company v. 
United States, 176 F. Supp. 306 (D. Minn. 1959). 


The James Realty Company was one of nine real estate development 
companies organized by one individual between 1950 and 1954. Two 
other corporations controlled by this person contracted with the James 
Realty Company to construct and sell houses on lots held by the develop- 
ment company. The Government disallowed James Realty Company’s 
corporate surtax exemption and excess profits tax credit for the year 
ending November 30, 1953, contending that the company was created 
principally for the purpose of tax avoidance and would, therefore, lose 
these benefits under section 129(a)(1) of the Internal Revenue Code of 
1939.1 The taxpayer argued that regardless of a tax avoidance purpose, 
the surtax exemption and the excess profits tax credits of an acquired 
corporation could not be disallowed. Held, where a person acquires con- 
trol of a corporation for the airy eo purpose of tax avoidance, the 
deductions, credits, and allowances of the acquired corporation may be 
disallowed under section 129(a)(1). 


The adoption of the excess baw tax during World War II increased 
the corporate tax burden and stimulated the search for tax reduction 
arrangements. Section 129 was added to the 1939 Code by the Revenue 
Act of 1943? in order to prevent the acquisition of existing loss corpora- 
tions to obtain unused excess profits credits and carry-overs, and to end 
a growing traffic in corporate deductions and credits.* The House report 
indicated that where the Commissioner finds that the acquisition of con- 
trol of a corporation had as its principal purpose the avoidance of income 
or excess profits tax by securing the benefit of a deduction, credit, or 
other allowance of the acquired corporation, the tax benefits so acquired 
are to be disallowed.* 


The regulations under section 129 indicate that it will be applicable 
to situations in which a profitable corporation acquires control of a loss 
corporation and those in which a corporation with large profits incorpo- 
rates each of its branches to secure additional excess profits tax credits,5 
but is not applicable to a new Western Hemisphere trade corporation, as 


1 Int. Rev. Code of 1939, § 129(a) (1), added by ch. 63, § 128(a), 58 Stat. 47 (1944) 
(now Int. Rev. Cope or 1954, § 269(a)(1)). 
(a) In General—If— 

(1) any person or persons acquire, or acquired on or after October 8, 1940, 
directly or indirectly, control of a corporation, and the principal purpose for 
which such acquisition was made is evasion or avoidance of Federal income 
tax by securing the benefit of a deduction, credit, or other allowance which such 
person or corporation would not otherwise enjoy, then such deduction, credit, or 
other allowance shall not be allowed. 


2 Ch. 63, § 128(a), 58 Stat. 47 (1944). 
3 Tarleau, Acquisition of Loss Companies, 31 Taxes 1051 (1953). 
4H.R. Rep. No. 871, 78th Cong., Ist Sess. 49 (1944). 

5 Treas. Reg. § 39.129-3(b) (1) (2) (1945). 
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defined in section 921 of the Internal Revenue Code of 1954, created by 
an existing domestic corporation.® 

In Alprosa Watch Corporation" the stock of a corporation was pur- 
chased by a group which needed an existing organization unconnected 
with the watch business to handle a consignment of watches. The ac- 
quired corporation’s name and business were changed. The court held 
that the taxpayer was the same taxable entity and that it was still entitled 
to its own net operating loss deductions and unused excess profits tax 
credits, notwithstanding new owners had acquired its stock and put it 
into a different business activity. 

Alprosa Watch arose before, but was decided after, section 129 was 
passed. However, the court stated in dictum that it was doubtful that 
section 129 would have been applicable to the facts of the case because 
that section seemed to prohibit the use of a deduction, credit, or allow- 
ance by the acquiring person or corporation only, and not the use of such 
credits by the corporation whose control was acquired.® Section 129 has 
also been held to be inapplicable where the same benefits were available 
whether or not control was acquired.® 

In a number of cases involving corporate split-ups in which the Com- 
missioner sought under section 129 to disallow the tax benefits obtained, 
the question of whether section 129 applied to the acquired ies er me 
was not reached, the courts finding that control was not acquired princi- 
pally for tax avoidance, thus making the section inapplicable.’ the 
other hand, the surtax exemption and the minimum excess profits tax 
credit of a subsidiary were disallowed under section 129 in Coastal Oil 
Storage Company v. Commissioner"! because no business purpose could 
be shown for establishing the subsidiary. In another recent case, Mill 
Ridge Coal Company v. Patterson, the court ruled that the corporation 


6]. T. 3757, 1945 Cum. BuLt, 200. 
711 T.C. 240 (1948). 


8 Jd. at 245. In T.V.D. Corp., 27 T.C. 879, 886, (1957) in which a loss corporation 
acquired a profitable going-concern and took over its business, the court said that it 
was manifest from the unambiguous terms of section 129 that it applied only to an 
acquiring corporation, not to an acquired corporation. 

9 Commodores Point Terminal Corp., 11 T.C. 411 (1948). The taxpayer acquired 
58% of the Piggly Wiggly Corporation in exchange for its own bonds. It deducted in- 
terest accrued on its bonds during the taxable year, and a dividend received credit on 
the dividends received on the acquired stock. 

10 Alcorn Wholesale Co., 16 T.C. 75 (1951), in which a grocery company for many 
years operated five wholesale grocery establishments in five different towns and 
split up into five separate corporations, each of which carried on the business that had 
been carried on by the branch store before reorganization. Berland’s Inc., 16 T.C. 182 
(1951), in which 22 out of 51 branch stores owned by a single corporation were formed 
into subsidiary corporations. Chelsea Products, Inc., 16 T.C. 840 (1951), aff'd, 197 
F.2d 620 (3d Cir. 1952), in which the manufacturing functions were separated from 
the sales operations, and sales corporations were formed in each of three states. J. E. 
Dilworth Company v. Henslee, 98 F. Supp. 957 (D.C. Tenn. 1951), in which the 
corporation operated in two states and transferred its operation in one of the states 
to a subsidiary corporation. 

11 242 F.2d 396 (4th Cir. 1957). 


12 264 F.2d 713 (Sth Cir. 1959). 
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was not entitled to its carry-over losses incurred in the coal mining busi- 
ness after its asserts were disposed of and its shares acquired by new 
owners who engaged in the oil transportation business. 


In a case decided after James Realty, Commissioner v. British Motor 
Car Distributors, Ltd.* deductions of an acquired corporation were 
disallowed where a home appliance corporation which had sustained 
heavy losses was acquired by a profitable partnership engaged in selling 
foreign cars. The partnership transferred its assets to the corporation 
which changed its name and took over the foreign car business. The 
court stated that section 129 was intended to apply where the persons who 
have acquired the corporation did so to secure for themselves a very real 
tax benefit to be realized by them through the acquired corporation which 
they could not otherwise have realized. 


Other efforts to prevent abuses by taxpayers in the perversion of tax 
benefits such as surtax exemptions, minimum excess profits tax credits, 
accumulated earnings credits, and net operating loss carry-overs have 
been made by Congress. 


The first such legislation was section 45 of the Internal Revenue Code 
of 1939** which allows the Government to allocate gross income, deduc- 
tions, credits, or allowances among two or more organizations owned or 
controlled by the same interests when such allocation is necessary either 
to prevent tax avoidance or to reflect clearly the income of the organiza- 
tions. Section 45, generally, has not been effective — corporate split- 
ting, but in Advanced Machinery Exchange, Inc. v. Commissioner" all the 
income of a multicorporate organization was allocated to one corporation 
where the separate entities were engaged in the same business at the same 
location, used the same equipment, had the same employees and dealt with 
many of the same customers. However, in Commissioner v. Chelsea Prod- 
ucts, Inc.‘* the court held that the Commissioner could not disregard cor- 
porate entities or consolidate income under section 45. 


In a 1959 case, Aldon Homes, Inc.® the owners of Aldon Homes or- 
ganized sixteen corporations to develop a tract of land. The Government 
attributed the income from all of the corporations to Aldon Homes under 
section 22(a) of the Internal Revenue e of 1939.1° The court held 


13 CCH 1960 Stanp. Fep, Tax Rep. (60-1 U.S. Tax Cas.) 4 9417 (9th Cir. Mar. 31, 
1960), reversing 31 T.C. 437 (1958). 


14 Ibid. 
; “= Rev. Code of 1939, ch. 1, § 45, 53 Stat. 25 (now Int. Rev. Cope or 1954, 


16 196 F.2d 1006 (2d Cir. 1952). 

17197 F.2d 620 (3d Cir. 1952). The court went on to say that the holding in 
Advanced Machinery was dictum since the Tax Court in that case had determined 
that there was only one taxable entity under section 22(a) of the Internal Revenue 
Code of 1939. 

18 33 T.C. No. 65 (1959). 

19 Int. Rev. Code of 1939, ch. 1, § 22(a), 53 Stat. 9 (1939) (now Int. Rev. Cope or 
ms § 61(a)). This section defines gross income as “all income from whatever source 

rived.” 
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that the new corporations were mere shells acting as conduits for Aldon, 
because every material step in the production of the income was taken by 
Aldon or those who controlled it. The concurring opinion agreed with 
the result, but stated that section 45 could also have been used to allocate 
the income to Aldon.?° 


A statutory provision dealing specifically with corporate split-ups to 
obtain multiple credits and exemptions is section 15(c) of the Internal 
Revenue Code of 1939.21 It was enacted in response to pressures caused 
by the re-enactment of the excess profits tax and a policy not to rely 
solely on section 129.*? This section disallows the $25,000 surtax exemp- 
tion and other credits if a corporation transfers all or part of its property 
(other than money) to a corporation created for the purpose of acquiring 
such property or which was not actively engaged in business at the time 
of such acquisition, and the transferor or its stockholders control the 
transferee. The statute may be avoided if the transferee corporation 
establishes by a clear preponderance of the evidence that the securing 
of either such exemption or credit, or both, was not a major purpose of 
such transfer.”% 


A significant factor in this section is that the term “major purpose” 
is used instead of the term “principal purpose” of section 129. The regu- 
lations indicate that obtaining the credit or exemption need not be the 
sole or principal purpose for the transfer of the property, since a major 
purpose can exist despite the presence of a valid business purpose. 


In Theater Concessions, Inc.,* a corporation which operated four 
theaters with refreshment concessions organized a corporation to which 
it leased the concessions. The Tax Court held that the execution of the 
lease constituted a transfer of property from the old corporation to the 
new corporation, and that within the meaning of section 15(c) a major 
purpose of the transfer was to secure the surtax exemption, which was 
denied to the new corporation. 


Section 15(c) was also held to disallow the surtax exemption and 
minimum excess profits tax credits in Coastal Oil Storage Company v. 
Commissioner*® where the subsidiary failed to show by a clear preponder- 
ance of the evidence that securing the exemption or credit was not a major 
purpose of the transfer. In James Realty®’ the court, without discussion, 


20 Supra note 18. 


21 Int. Rev. Code of 1939, § 15(c), added by ch. 521, § 121(f), 65 Stat. 468 (1951) 
(now Int. Rev. Cope or 1954, § 1551). 


22 Emmanuel, Section 15(c): New Teeth For The Reluctant Dragon?, 8 Tax L. Rev. 
457, 461, 462 (1952-53). 

23 Int. Rev. Code of 1939, § 15(c), added by ch. 521, § 121(f), 65 Stat. 468 (1951) 
(now Int. Rev. Cope or 1954, § 1551). 

24 Treas. Reg. $ 1.1551-1(e) (1955). 

25 29 T.C. 754 (1958). 

26 Supra note 11. 
27 James Realty Co. v. United States, 176 F. Supp. 306 (D. Minn. 1959). 
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found that it was proper for the Commissioner to disallow the exemptions 
and credits under section 15(c).?8 

Another attack on the use of multiple corporations for tax avoidance 
purposes is being made*® through the use fF gare on 7701(a)(3) of the 
Internal Revenue Code of 1954 which defines a corporation as including 
an “association.” In this case now pending trial, the multiple corporations 
acquired land from the building group. Thereafter, a partnership was 
formed among the multiples and the partnership constructed the homes 
at cost. The government is attempting to tax the entire group as an 
association. 

In the instant case the court found that the James Realty Company was 
established principally for tax avoidance purposes,*° and that the potential 
income of the construction and realty companies was arbitrarily placed 
in other corporate units conveniently earning just under $25,000 per 
year,* thus obtaining the benefit of extra surtax exemptions and excess 
profits tax credits to which they were not entitled.** 

The court recognized that the major evil to be corrected by section 
129 was the acquisition of going-concerns to obtain their particular tax 
benefits,** but held that this section was also designed to prevent splitting 
a business enterprise to obtain extra surtax exemptions and excess profits 
credits.** Relying on the legislative intent of section 129 and on Coastal 
OiP*® and Mill Ridge Coal** the court ruled that the deductions of an 
acquired corporation may be disallowed. 

It is evident from both the legislation and cases that the Government 
is trying to end tax avoidance by taxpayers in operating businesses in the 
multicorporate form, and in purchasing loss corporations. The possibility 
of using section 7701 (a) (3) of the Internal Revenue Code of 1954 to pre- 
vent abuses in the multicorporate area is still undetermined. 

It appears that section 45 is of little value in attacks on split-ups. In 
extreme cases, such as Aldon Homes, where the corporations are mere 
shams, section 22(a) will be applicable to attribute the income as there 
is one entity only. 

Section 15(c) specifically applies to the transfer of property by corpo- 
rations to new subsidiaries, and to splitting an existing corporation into 
multiple corporations controlled by the transferor corporation or its 
shareholders. The “major purpose” test of section 15(c) will make this 
section a more effective weapon than section 129 which is limited by its 
“principal purpose” test. However, the language of section 15(c) seems 


28 Td. at 312. 

29 Burton H. Nicholas, No. 81,330, T.C. (June 29, 1959). 

30 James Realty Co. v. United States, supra note 27, at 311. 
31 Jd, at 309. 

32 Tbid. 

33 Tbid, 

34 bid. 

35 Coastal Oil Storage Co. v. Commissioner, 242 F.2d 396 (4th Cir. 1957). 
36 Mill Ridge Coal Co. v. Patterson, 264 F.2d 713 (5th Cir. 1959). 
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to confine its scope to transfers of property by corporations and it seems 
improper to hold that this section applies to a situation such as James 
Realty in which an individual organized a new corporation and trans- 
ferred the property to it. Section 129 is the proper section to apply in 
the latter situation. 

The legislative history, the Code, the regulations, and the cases indicate 
that the presence of a valid business purpose will defeat an attack made 
upon the transaction by the Commissioner under section 129 even though 
there is also a tax avoidance feature. In Alprosa Watch the court evi- 
dently accepted the entity concept of the corporation, recognizing it as 
the same taxpayer despite the change in its ownership and type of busi- 
ness. However, in reality the shareholders are the true losers from corpo- 
rate failure and the true beneficiaries of its profits and tax advantages. 
The error of the Alprosa Watch doctrine is that it emphasizes the formal 
separateness of the corporate entity and the shareholders and overlooks 
economic realities. This was recognized in Commissioner v. British Motor 
Car Distributors, Ltd. with the result that an acquired corporation’s own 
net operating loss carry-over was disallowed. 

To disregard the Alprosa Watch doctrine and follow British Motor Car 
would not prevent a loss corporation, whose ownership had not substan- 
tially changed, from acquiring a profitable corporation and using its own 
loss carry-over to advantage. Section 129 would not apply because the 
corporation or its shareholders would not receive the benefit of a deduc- 
tion, credit, or other allowance which they would not otherwise enjoy. 

Section 129 is applicable not only in the field of net operating loss 
carry-overs, but also in preventing tax avoidance through the use of multi- 
corporate operations. Determining the true beneficiary of the tax bene- 
fits appears to be the basis for disallowing the surtax exemption and other 
credits and allowances under section 129 where multiple corporations are 
organized principally for tax avoidance purposes. James Realty Company 
is a proper interpretation of section 129. Where control of a corporation 
is obtained principally for tax avoidance purposes, the deductions, credits 
and allowances should be disallowed if the true beneficiaries of the bene- 
fits are not entitled to them. 

Eugene G. Horowitz 


Lasor Law—Rerusat To Barcarn Coiiectivety UNper § 8(b)(3) oF 
NationaL Lasor Retations Actr—UNIon SponsorsHiP OF EMPLOYEE 
SLOWDOWNS AND HarassinG Tactics as Evipence or Bap Fairn. NLRB 
v. Insurance Agents’ Int'l Union, AFL-CIO, 361 U.S. 477 (1960). 


The Insurance Agents’ International Union and the Prudential In- 
surance Company of America were negotiating a new contract over a six 
months period,’ during which time the employer filed a complaint with 

1 Prudential and the union began negotiations for the new contract in January 1956, 


egotia’ 
and the bargaining continued until July 17, 1956. Prudential filed its complaint against 
the union in April 1956. 
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the National Labor Relations Board charging the union with a refusal to 
bargain collectively in good faith under section 8(b)(3) of the National 
Labor Relations Act, as amended (NLRA). The em loyer alleged union 
sponsorship of planned, concerted on-the-job activities? by the em- 
ployees, designed to harass the company and force its agreement to the 
terms of the new contract. The trial examiner recommended that the 
complaint be dismissed, but the Board rejected this and entered a cease- 
and-desist order against the union.* The Court of Appeals set aside the 
Board’s order* and the Board’s petition for certiorari was granted. Held, 
affirmed; a union does not refuse to bargain collectively in good faith in 
violation of section 8(b)(3) of the NLRA by sponsoring on-the-job 
slowdowns and harassing tactics. 

Section 8(a)(5) of the Wagner Act® provided that it was an unfair 
labor practice for an — to refuse to bargain collectively with the 
representatives of his employees. This provision was carried forward 
by the Taft-Hartley Act,’ which added section 8(b)(3)* which pro- 
vides that it shall be an unfair labor practice for a labor union to refuse 
to bargain collectively with an employer, provided it is the representa- 
tive of his employees. The Taft-Hartley Act also added a definition of 
collective bargaining in section 8(d), imposing the duty upon both 
employer and union to meet at reasonable times and confer in good faith.® 

The duty to bargain collectively was first imposed upon employers 
during World War I by the National War Labor Board.’ This duty 
first took statutory form in the Transportation Act of 1920 which re- 
quired all carriers, their officers and employees to make every reasonable 


2 These activities included: refusal for a time to solicit new business, refusal to com- 
ply with the company’s reporting procedures, refusal to participate in the company’s 
“May Policyholders’ Month Campaign”, reporting late at district offices, refusing to 
perform customary office duties, leaving at noon as a group, absenting themselves from 
special business conferences, and other uncooperative and harassing tactics. The 
employees were paid a weekly compensation of $4.50 to cover expenses. They were 
paid commissions on collections made and on new policies written. 

3 Insurance Agents Union, 119 N.L.R.B. 768 (1957). 

4 Insurance Agents Union v. NLRB, 260 F.2d 736 (D.C. Cir. 1958) (per curiam). 

5NLRB v. Insurance Agents Union, 358 U.S. 944 (1959). 

6 National Labor Relations Act (Wagner Act), ch. 372, 49 Stat. 449 (1935). 

7 National Labor Relations Act (Taft-Hartley Act), 61 Stat. 141 (1947), 29 U.S.C. 
§ 158(a)(5) (1958). 

861 Stat. 141 (1947), 29 U.S.C. § 158(b) (3) (1958). 

®§ 8(d), 61 Stat. 142, 29 U.S.C. § 158(d) (1958), provides: 

For the purposes of this section, to bargain collectively is the performance of 
the mutual obligation of the employer and the representative of the employees 
to meet at reasonable times and confer in good faith with respect to wages, hours, 
and other terms and conditions of employment, or the negotiation of any agree- 
ment, or any question arising thereunder, and the execution of a written con- 
tract incorporating any agreement reached if requested by either party, but such 
obligation does not compel either party to agree to a proposal or require the 
making of a concession... . 

10 For the background and early interpretation of § 8(a)(5) of the Wagner Act, 
see Smith, The Evolution of the “Duty to Bargain” Concept in American Law, 39 
Micn. L. Rew. 1065 (1941). 
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effort to resolve their disputes in conference.1 In 1933 the National 
Industrial Recovery Act declared that employees had the right to 
organize and bargain collectively through representatives of their own 
choosing.’? It was early established by the old NLRB that the employer 
had a duty to negotiate in good faith with his employees’ representatives 
and to make every reasonable effort to reach an agreement.’* When the 
National Labor Relations Act was enacted in 1935, section 8(a)(5) was 
included to create economic power in the employees to counterbalance 
management's power to establish labor standards.'* The duty to engage 
in bargaining extends to all topics covered by the phrase “rates of pay, 
wages, hours of employment, or other conditions of employment.” 
Originally the Board used an objective standard to label certain conduct 
an unfair labor practice per se, and did not seek to determine the bar- 
gainer’s subjective intent,’* but it was held that the ye: to bargain 
collectively is to be enforced by application of the good faith standard 
of section 8(d) to the facts of each case. The Board may not, either 
directly or indirectly, compel concessions or otherwise sit in judgement 
upon the substantive terms of collective bargaining agreements.17 When 
the Board finds that a party does not have a sincere desire to reach an 
agreement, there is a violation of section 8(b) (3).1® 

The NLRA guarantees to employees the right to engage in certain 
concerted activities for their mutual aid and protection,’® and employees 
may not be discharged for engaging in such activities.2° However, an 
employer may discharge employees for engaging in certain unprotected 
concerted activities, such as: wild-cat?! and sit-down?* strikes, acts of 
violence,”* violations of provisions of the NLRA,™* or other federal 
statutes,”® breach of contract,” and slowdowns.?? 


11 Transportation Act, ch. 91, § 301, 41 Stat. 469 (1920). 
12 National Industrial Recovery Act, ch. 90, § 7(a), 48 Stat. 198 (1933). 
13 Houde Engineering Corp., 1 N.L.R.B. (old) 35 (1934). 


14 See American Steel Foundries v. Tri-City Central Trades Council, 257 U.S. 
184, 209 (1921). See also Associated Press v. NLRB, 301 U.S. 103, 118 (1937) ; Medo 
Photo Supply Corp. v. NLRB, 321 U.S. 678 (1944) ; H.R. Doc. No. 380, 57th Cong., 
Ist Sess. 844 (1902). 


mw Labor Relations Act § 9(a), 61 Stat. 143 (1947), 29 U.S.C. § 159(a) 
16 Blackburn Products Corp., 21 N.L.R.B. 1240, 1254-55 (1940). 
17 NLRB v. American Nat’l Ins. Co., 343 U.S. 395, 409 (1952). 
18 International Typographical Union, 86 N.L.R.B. 951 (1949). 
19 National Labor Relations Act § 7, 61 Stat. 140 (1947), 29 U.S.C. § 157 (1952). 
20 Wilson & Co. v. NLRB, 123 F.2d 411 (8th Cir. 1941). 


21 NLRB v. Bretz Fuel Co., 210 F.2d 392 (4th Cir. 1954) ; NLRB v. Draper Corp., 
145 F.2d 199 (4th Cir. 1944). 


22 NLRB v. Fansteel Metallurgical Corp., 306 U.S. 240 (1939). 

23 NLRB v. Kelco Corp., 178 F.2d 578 (4th Cir. 1949). 

24 Hoover Co. v. NLRB, 191 F.2d 380 (6th Cir. 1951). 

25 Southern S.S. Co. v. NLRB, 316 U.S. 31 (1942). 

26 Timken Roller Bearing Co. v. NLRB, 161 F.2d 949 (6th Cir. 1947). 
27 Elk Lumber Co., 91 N.L.R.B. 333 (1950). 
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In the Briggs-Stratton case,”* the Supreme Court decided that recurrent 
or intermittent unannounced work stoppages were neither forbidden nor 
protected by the NLRA and the Board was not authorized to deal with 
these tactics in any manner.*® However, the Court sustained state legisla- 
tion directed against such work stoppages.*° 

In the Personal Products case,*1 the court relied on the Briggs-Strat- 
ton case and held that unprotected harassing tactics allegedly engaged in 
by the union during the course of negotiations with the employer were 
not bad faith on the union’s part. The Board had found unanimously that 
these tactics were evidence of the union’s bad faith in violation of sec- 
tion 8(b) (3) of the NLRA,* but the court stated that there was not the 
slightest inconsistency between a genuine desire to come to an agreement 
and the use of economic pressure to get the kind of agreement sought.** 


The Board refused to follow the decision of the Court of Appeals in the 
Personal Products case, and held in the Boone County case™ that sponsor- 
ing a strike despite a contract providing for arbitration of disputes was an 
unprotected concerted activity and therefore was a violation of section 
8(b) (3). The Court of Appeals again reversed the Board,® holding that 
the evidence did not support a finding that the contract provision in 
question was a binding agreement not to strike. The court went on to 
state that even if the strike were an unprotected concerted activity 
for which the employees could be discharged with impunity, “to translate 
their conduct from an unprotected activity to an unfair labor practice one 
must find justification in the statute.” °7 


In the principal case the Court stated that the good-faith test of bar- 
gaining in section 8(d) was employed by Congress to prevent the Board 
from controlling the settling of the terms of collective bargaining agree- 
ments,** and Congress intended that the parties have wide latitude in 
their negotiations, unrestricted by any governmental power to regulate 
the substantive solution of their differences.*® The Court further held 
that assuming these harassing activities were not protected against 
disciplinary action, they should not also be deemed unfair labor prac- 


28 International Union, UAW v. Wisconsin Employment Relations Bd., 336 U.S. 
245 (1949). 


29 Jd. at 253. 
30 Id. at 252-65. 


31 Textile Workers Union v. NLRB, 227 F.2d 409 (D.C. Cir. 1955), cert. denied, 
352 U.S. 864 (1956). 


32 Textile Workers Union, 108 N.L.R.B. 743 (1954). 
33 Textile Workers Union v. NLRB, supra note 31, at 410. 
34 International Union, UMW, 117 N.L.R.B. 1095 (1957). 


35 Ibid. See note 19 supra, and accompanying text. See NLRB v. Dorsey Trailers, 
Inc., 179 F.2d 589 (5th Cir. 1950). 


36 International Union, UMW v. NLRB, 257 F.2d 211 (D.C. Cir. 1958). 
37 Td. at 215. 

38 NLRB vy. Insurance Agents Union, 361 U.S. 477, 487 (1960). 

39 Td. at 488. 
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tices.*° The Court interpreted the Board’s action as entering “into the 
substantive aspects of the bargaining process to an extent Congress had 
not countenanced.” The Court concluded that since Congress had been 
specific in outlawing particular union economic weapons, the failure to 
outlaw the activity in question precluded the Board from finding an 
unfair labor practice under section 8(b)(3) alone. In a separate opinion,*! 
three Justices agreed that although the evidence before the Board did not 
support the charge of failure of the union to bargain in good faith, the 
Board should not be prevented from considering the tactics of the union 
as evidence of the intent not to bargain in good faith. 

This case reflects the three divergent views which have developed on 
the issue of legal control of the duty to bargain collectively in good faith 
under sections 8(b)(3) and 8(d) of the NLRA. 

The Board has consistently followed the “Per Se” doctrine.*? In the 
instant case the Board found the tactics of the union in sponsoring the 
slowdown to be inconsistent with the congressional standard for collec- 
tive bargaining and decided that such tactics constituted a per se violation 
of section 8(b)(3).** Continued negotiation and a desire to reach an 
agreement by the union did not establish bargaining in good faith. 

The decision in the instant case adopts the requirement of several 
appellate court decisions* that there be specific statutory authority for 
holding an activity an unfair labor practice. The Court found the union’s 
exertion of economic pressure to be consistent with the duty to bargain 
in good faith. The majority of the Court expressed fear that government 
intervention into such matters would result in control over the negotia- 
tion of collective agreements. 

The separate opinion in this case** reflects the middle ground between 
these two positions, holding the tactics in question to be evidence of the 
union’s state of mind in determining the presence of good faith, with 
special regard to the effect of the union’s specific conduct on the actual 
negotiations. 

The majority of the Court is undoubtedly correct in its basic premise 
that the Board’s intervention into, and attempted regulation of the eco- 


nomic weapons used in collective bargaining is contrary to congressional 


40 Jd. at 495. 

41 Jd. at 501. 

42 See note 16 supra. E.g., the Personal Products case, supra note 32; the Boone 
County case, supra note 34; H.J. Heinz Co. v. NLRB, 311 U.S. 514 (1941) ; NLRB v. 
Crompton Mills, Inc., 337 U.S. 217 (1949); NLRB v. F. W. Woolworth Co., 352 
U.S. 938 (1956) (per curiam) ; NLRB v. Borg-Warner Corp., 356 U.S. 342 (1958). 
The Board reaffirmed its position after its decision in the instant case in Lithographers 
Union, 124 N.L.R.B. No. 36, 44 L.R.R.M. 1360 (1959). 

43 Insurance Agents Union, supra note 3, at 781-82 

44 Id. at 769, 770-71. 

45 Textile Workers Union v. NLRB, supra note 31; International Union, UMW v. 
NLRB, supra note 36; Insurance Agents Union v. NLRB, supra note 4. 

46 NLRB v. Insurance Agents Union, supra note 41. See Textile Workers Union 
v. NLRB, supra note 31, at 411; International Union, UMW v. NLRB, supra note 
36, at 218. 
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intent. However, by preventing the Board from controlling the settling 
of the terms of collective bargaining agreements, the Court’s decision has 
the effect of precluding the Board from considering an important factor 
within its role as arbiter of what is good faith bargaining. 

It is submitted that the preferable position is that offered in the separate 
opinion, which allows the Board to weigh union-sponsored activities in the 
light of the totality of the bargaining situation. The Board should be 
allowed to consider tactics such as a slowdown, along with any other 
relevant conduct, as evidence of the lack of good faith even though the 
union continues to engage in collective bargaining activity. Such analysis 
of the effect of the totality of the union’s activity upon the collective 
bargaining atmosphere is more likely to effectuate the statutory intent 
that collective bargaining be conducted in good faith, than is the narrow 
construction of the majority opinion. It is to be hoped that a different 
factual context will lead to a re-evaluation of the holding of this case. 


Sheldon A. Feldman 
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ATOMS AND THE Law, by E. Blythe Stason, Samuel D. Estep, and Wil- 
liam J. Pierce. Ann Arbor: University of Michigan Law School, 1959. 
1512 pages, $15.00. 


The University of Michigan for almost a decade has been a center of 
study and research on the peaceful uses of atomic energy. This broad 
r m has been under the general auspices of the Michigan Memorial- 
Phoenix Project. The University of Michigan Law School has participated 
in this program since 1951 under a substantial grant by the Project. 

During the past several years the Law School project has generated 
a substantial amount of activity and publication. An Institute on In- 
dustrial and Legal Problems of Atomic Energy was held in Ann Arbor in 
1952 and the proceedings were published. A second conference was held 
in September 1956, and the working papers have been published. A 75- 
page booklet entitled Atomic Energy Technology for Lawyers was pub- 
lished in 1956, and a 185-page booklet entitled State Regulation of 
Atomic Energy was also published. 

Atoms and the Law was published in 1959, and incorporates a number 
of manuscripts prepared in the course of the Law School’s project. The 
book is a large one, running to over 1500 pages. Unlike the usual 
“smorgasbord” approach of the law review symposia on atomic energy, 
the book treats only a few topics, but discusses these in depth. 

Part I, consisting of almost 800 pages, deals with tort liability for 
radiation injuries. It commences with what is in essence a reprint of 
Atomic Energy Technology for Lawyers, presenting scientific back- 
ground and a discussion of radiation and radiation injuries. The bulk of 
Part I is then concerned with a discussion of the manner in which the 
ordinary concepts of negligence would or would not apply to cases 
involving radiation injuries. The agar ps limitation in this material is, of 
course, that it is largely in the realm of conjecture since very few direct 
precedents are available. The authors concede this limitation, and point 
out that they discuss the legal problems of radiation torts in the light of 
the “most nearly analogous cases, including some on the frontiers of tort 
law.” The discussion is an interesting and useful one, and represents a 
definitive analysis of the likely trend of judicial decisions in future radia- 
tion injury cases. 

Part I also deals at some length with theories of liability applicable to 
radiation injuries, resulting from major atomic energy activities as well 
as with the indemnity provisions of the Atomic Energy Act, as amended 
in 1957. These topics have been extensively discussed in the journals, 
and therefore, this portion is of lesser value, particularly since recent 
developments have significantly dated the discussion of these topics. 
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Part II, consisting of about 60 pages, discusses problems of workmen’s 
compensation for radiation injuries. The principal problem in this area 
seems to be that radiation injuries may often be slowly cumulative and 
remain latent for considerable periods of time. The authors discuss their 
problems in terms of existing laws, and conclude that some compensation 
statutes are presently written in too strict a form to do justice in such 
cases. 

Part III, consisting of about 350 pages, discusses federal-state relation- 
ships and the role of the states in regulating various phases of atomic 
energy activity. Here again, unfortunately, the discussion is largely 
outmoded by supervening events, in this case the enactment of an amend- 
ment to the Atomic Energy Act of 1954 which provides a definite basis 
for consideration of these problems and for implementing state programs. 

Part IV, consisting of about 150 pages, is entitled “Federal Statutory 
and Administrative Limitations Upon Atomic Activities.” The title 1s 
somewhat curious, particularly the significance of the term “limitations,” 
since the author’s treatment does not particularly emphasize limitations on 
private activities. This part gives the reader a kaleidoscopic view of the 
over-all functioning of the Atomic Energy Commission in both its regu- 
latory and operational phases. The author has done an admirable job of 
sketching his broad subject matter, and his reader can obtain a magnificent 
bird’s-eye view of the Atomic Energy Commission’s modus operandi. 
Regrettably, however, the ground cannot be covered fully in so few 
pages. The result is that some very difficult problems are discussed and 
put to rest too quickly, while other problems are raised in a form which 
serves merely to tantalize and stimulate the reader, without actually 
informing him fully. 

Part V discusses the International Atomic Energy Agency in one 
chapter, and in another chapter reviews the Soviet Union’s role in 
international atomic energy cooperation. This is interesting material 
but seems somewhat remote from the kind of “law” with which the other 
materials in the book are concerned. 

All in all, the book makes a valuable contribution to the literature 
on atomic energy and the law. It is useful for informative reading as well 
as for reference purposes. Its principal defect, one which detracts con- 
siderably from its usefulness, is that it has no index. 


Harold P. Green* 


* Attorney, Washington, D. C. Professorial Lecturer in Law, The George Washing- 
ton University. 
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